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IS THE DISTRIBUTION OF TAX BURDENS AND 
TAX BENEFITS EQUITABLE? 


TUESDAY, MAY 3, 2011 

U.S. Senate, 
Committee on Finance, 

Washington, DC. 

The hearing was convened, pursuant to notice, at 10:11 a.m., in 
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus 
(chairman of the committee) presiding. 

Present: Senators Wyden, Nelson, Menendez, Carper, Hatch, 
Grassley, Snowe, Kyi, and Roberts. 

Also present: Democratic Staff: Russ Sullivan, Staff Director; Lily 
Batchelder, Chief Tax Counsel; Jeff VanderWolk, International Tax 
Counsel; Tiffany Smith, Tax Counsel; Tom Reeder, Senior Benefits 
Counsel; and Matt McFeeley, Intern. Republican Staff: Chris 
Campbell, Staff Director; Mark Prater, Deputy Chief of Staff and 
Chief Tax Counsel; Nick Wyatt, Tax and Nomination Professional 
Staff Member; Theresa Pattara, Tax Counsel; Curt Beaulieu, Tax 
Counsel; Antonia Ferrier, Communication Director; Aaron Taylor, 
Professional Staff Member; and Maureen McLaughlin, Detailee. 

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR 
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE 

The Chairman. The hearing will come to order. 

Anne-Robert-Jacques Turgot, the noted 18th-century French 
economist, said, “The more a man enjoys the advantages of society, 
the more he ought to hold himself honored in contributing to those 
expenses.” 

Turgot laid out a key measure for evaluating a tax system: deter- 
mining whether the country’s citizens are paying their fair share. 
Americans want to see a fairer and more equitable tax system. 

In a recent independent poll, most taxpayers said they believe 
the taxes they currently pay are fair. But an article by the Associ- 
ated Press detailing this new study also revealed a perception 
among average Americans that the wealthy do not pay their fair 
share. 

The perception is that the tax loopholes and benefits that exist 
do not benefit average Americans, and Americans do not know a 
lot about them. 

The wealthy folks can hire attorneys and accountants to find 
every credit and deduction, while average Americans cannot afford 
that time and that expertise. 


( 1 ) 
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One fact behind this perception may be the way changes to the 
code have affected people differently. Since 1986, Congress has 
made over 15,000 changes to the code. In most cases, these changes 
have not benefitted all taxpayers. 

According to IRS data, the 400 taxpayers with the highest ad- 
justed gross incomes had an effective tax rate of just below 17 per- 
cent for the 2007 tax year. The average income for those taxpayers 
was $345 million per household. But the effective tax rate of folks 
earning between $1 million and $1.5 million was much higher at 
24 percent. 

How is that possible? The U.S. has a fairly progressive income 
tax system. The tax brackets rise with income. But we also must 
consider the tax incentives that affect a person’s tax liability and 
bring down tax rates. 

Two prime examples of this inequality are deductions and exclu- 
sions. Many of these incentives only benefit people who earn higher 
incomes, and the size of the benefit they receive is also dependent 
on income. 

Look, for example, at the charitable deduction. Only families who 
itemize their tax returns are able to take advantage of this deduc- 
tion, and only one-third of taxpayers itemize their returns. That 
leaves two-thirds of all Americans unable to receive a tax benefit 
for charitable deductions. 

Among those who do receive the deduction, there is also a dis- 
parity. A taxpayer with a 35-percent tax rate saves 35 cents in 
taxes for every dollar given to a charity, while a taxpayer with a 
10-percent rate only saves 10 cents of every dollar. 

Take, for example, two taxpayers making $1,000 donations to the 
Alabama tornado relief efforts. This donation could cost a taxpayer 
with $35,000 in income $1,000 after taxes, because they almost cer- 
tainly would not itemize. But the same donation would cost the 
taxpayer with $435,000 of income much less; that is, $650 after the 
benefit. 

We should also consider that the Tax Policy Center estimates 
that 47 percent of Americans did not pay income taxes in 2009. But 
that does not mean they did not pay any taxes at all. Many of 
these same folks paid payroll taxes, and they paid excise taxes. A 
large share of them are seniors, and many are families living in 
poverty. 

The general perception of inequity in the tax code may also stem 
from the fact that economic prosperity is not shared as widely as 
it once was. Over the last 30 years, households with incomes in the 
highest 1 percent have seen their before-tax income grow by 280 
percent. But over the same period, 90 percent of Americans have 
seen essentially no increase at all. This disparity is also apparent 
in after-tax income. These past 30 years have been very different 
from the 30 years before, when the economic growth was widely 
shared. 

As we focus on tax reform, we must ask whether our tax code 
has contributed to this disparity in income growth. We should con- 
sider whether our tax system should take these disparities into ac- 
count in some way, and we must question whether our tax code can 
better promote economic mobility and opportunity. 
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So let us remember that the taxpayers are more likely to will- 
ingly pay taxes that they perceive as fair. Let us make our tax sys- 
tem work for all Americans, not just for those who can afford to 
pay high-priced attorneys and accountants. 

[The prepared statement of Chairman Baucus appears in the ap- 
pendix.] 

Senator Hatch? 

OPENING STATEMENT OF HON. ORRIN G. HATCH, 

A U.S. SENATOR FROM UTAH 

Senator Hatch. Thank you, Mr. Chairman. 

The debate that we will have here today on the distribution of 
tax burdens has a long and distinguished pedigree. From my per- 
spective, I have not heard anyone get the better of the former 
Prime Minister Margaret Thatcher, who addressed this issue in her 
last speech before the House of Commons on November 22, 1990. 

This is how she responded to a liberal colleague who made the 
mistake of thinking that he could get one by her: “The honorable 
gentleman is saying that he would rather that the poor were poor- 
er, provided that the rich were less rich. That way, one will never 
create the wealth for better social services, as we have. What a pol- 
icy. Yes, he would rather have the poor poorer, provided that the 
rich were less rich. That is the liberal policy.” 

Now, this quote, more than 20 years old, is uncannily applicable 
to the subject of today’s hearing. 

Our examination of the burdens and benefits of the tax code is 
taking place in the shadow of a debate as to whether a group of 
people described as “the rich” are paying what others call their 
“fair share.” 

The canned answer for those asking this question is that the rich 
are never paying their fair share and must pay more for the good 
of the whole. A certain percentage of the population obsesses over 
this issue, making sure that the so-called “rich” do not exceed their 
allotted share of the fruits of their own labor. 

How Washington politicians hope to determine this fair share in 
an even-handed way that does no harm to our economy and job cre- 
ators remains a mystery to me. 

As we head into this debate, there are a few basic facts we need 
to acknowledge. According to the Urban-Brookings Tax Policy Cen- 
ter, in 2009 the top quintile of the population in terms of income 
distribution earned 53.4 percent of income, but paid 67.2 percent 
of all taxes. 

When we look at only Federal income taxes, the numbers show 
that the so-called “wealthy” are paying an even greater share rel- 
ative to everyone else. According to the Tax Foundation, for cal- 
endar year 2008, the most recent year for which actual tax data is 
available, the top 1 percent of the population in terms of income 
paid 38 percent of all Federal individual income taxes. The top 5 
percent paid approximately 58.7 percent of all income taxes, while 
everyone else, the bottom 95 percent, paid 41.3 percent of Federal 
income taxes. 

I do not have to have a Ph.D. in math to understand that — I am 
pretty sure that 41.3 is less than 58.7 percent. 
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Meanwhile, the Tax Policy Center estimated that, for tax year 
2010, approximately 45 percent of households, or about 69 million 
households, ended up owing nothing in Federal income taxes for 
last year. 

Now, I am no linguist, but I think that the proper term for that 
level of income tax liability is zilch. 

Finally, the Joint Committee on Taxation estimates that approxi- 
mately 51 percent of all households — this is an interesting figure 
to me, because just a couple of years ago, I think it was around 40 
percent. But the Joint Committee on Taxation estimates that ap- 
proximately 51 percent of all households, which includes filers and 
non-filers, had either zero or a negative income tax liability for tax 
year 2009. 

Now, just think about that. More than half of all tax units — more 
than half of them — either paid no income taxes or got money back. 

There is a lot we can make of this information, and that is why 
we are having this hearing. I think many taxpayers are skeptical 
that the answer to our current fiscal problems is for them to sac- 
rifice more when almost half of all households are not paying any 
income taxes. 

The other side argues that those 69 million households pay other 
taxes, like employment taxes, but that point avoids the larger 
issue. 

Those who promote higher income tax rates in the name of 
equality and deficit reduction need to come clean about what this 
entails. With the income tax base so narrow, meaningful reductions 
in our deficits would require far more than taxes on the rich. 

Those tax increases would hit squarely in the middle class, which 
the President proposes is off limits. 

As I said earlier, it is estimated that the top quintile of the popu- 
lation, in terms of income, pays more than 67 percent of all taxes 
to the Federal Government. 

Margaret Thatcher understood that, by artificially forcing equal 
outcomes through confiscatory taxation, we undermine the vibrant 
and dynamic economy that encourages productivity and the cre- 
ation of resources and wealth; and, by doing so, we actually dimin- 
ish the revenues that could otherwise be available or that would 
otherwise be available to the government to perform its limited 
constitutional functions. 

In short, the quest for social equality through government tin- 
kering actually results in fewer resources and worse outcomes for 
the Nation as a whole and the poor in particular. 

There are some who have become so fixated on what other people 
have that they see the tax code as a sort of utopian sociological ex- 
periment and are willing to kill the goose that is laying the golden 
eggs. When we talk about raising income taxes, we need to be clear 
about what we are doing. We are not taxing wealth. We are taxing 
income and, by doing so, we are discouraging productivity, entre- 
preneurship, and risk-taking. 

The millionaire Thurston Howell III already has his money, and 
he is taking an extended vacation on Gilligan’s Island. Trust me, 
Thurston and Lovey do not care if you raise the income tax. The 
people who would care if income tax rates were jacked up in the 
name of social and economic equality are the people who are not 
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rich now, but might be in the future. It is the entrepreneurs and 
small business owners who would get hurt. 

In the name of socking it to Thurston and Lovey, it is the Skip- 
per and Gilligan who really get whacked. Why would anyone take 
risks and work harder if they knew in advance they would not be 
allowed to enjoy the fruits of their own labors? 

What this hearing is fundamentally about is whether the tax 
code is a means of funding the basic and essential functions of a 
constitutional republic or whether it is a means for a small elite 
to create their vision of a utopia. 

I think the answers to these questions about the equitability of 
tax burdens and tax benefits will become apparent once we actually 
determine the purpose of the Federal tax code. 

I hope that in the end we can agree that it is a good thing for 
all people, rich and poor, to do better. 

Thank you, Mr. Chairman. 

The Chairman. Thank you. Senator. 

[The prepared statement of Senator Hatch appears in the appen- 
dix.] 

The Chairman. I would now like to introduce our witnesses. 
First is Mr. Daniel Shaviro. Mr. Shaviro is the Wayne Perry pro- 
fessor of taxation at New York University’s School of Law. Mr. 
Shaviro worked extensively on the Tax Reform Act of 1986, while 
serving on the Joint Committee on Taxation. 

The second witness is Mr. Scott Hodge, president of the Tax 
Foundation. 

After Mr. Hodge, we have Ms. Aviva Aron-Dine, with the Massa- 
chusetts Institute of Technology’s Department of Economics. 

Finally, we have Mr. Alan Reynolds, a senior fellow at the Cato 
Institute. 

Thank you all for coming. 

As is our regular practice, we will have your statements all in- 
cluded in the record, and I ask each of you to speak for about 5 
minutes. 

Mr. Shaviro? 

STATEMENT OF DANIEL SHAVIRO, WAYNE PERRY PROFESSOR 

OF TAXATION, NEW YORK UNIVERSITY SCHOOL OF LAW, 

NEW YORK, NY 

Mr. Shaviro. Mr. Chairman, Ranking Member Hatch, and mem- 
bers of the committee, thank you for the opportunity to appear 
today to discuss tax equity issues. 

My written testimony addresses three specific topics: the changes 
in U.S. income distribution since 1986, how tax expenditures affect 
the distribution of tax burdens, and the implications for tax rate 
design of curtailing tax expenditures. 

The Tax Reform Act of 1986, which I was very proud to work on, 
was designed to be distributionally neutral relative to prior law 
through the tradeoff between reducing tax rates and broadening 
the base. 

In assessing high-end distributional neutrality, the Treasury and 
Congress looked at only two high-income groups, those earning 
from $100,000 to $200,000 and those earning $200,000 or more. 
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In 2011, by contrast, the President’s Fiscal Commission exam- 
ined how its proposal would affect each of the following groups: the 
80th and 90th percentiles, the 90th to 95th, the 95th to 99th, the 
top 1 percent, and the top 0.1 percent. 

A similar change in focus emerged during the 2010 debate con- 
cerning extending the Bush tax cuts for people at the top of the in- 
come distribution. Many on both sides of the debate argued that 
people at the very top were importantly different from those earn- 
ing only, say, $250,000. 

This change reflects widespread public awareness of rising high- 
end income concentration, a trend in which there is substantial 
academic consensus that does not depend on people’s policy pref- 
erences. 

Rising high-end income concentration has also been widely no- 
ticed in our society and has strongly influenced broader social and 
political attitudes, and I think it is, therefore, something that Con- 
gress, when evaluating tax reform and, more particularly, tax 
rates, is very likely going to want to think about. 

My second point pertains to the distributional effects of the big 
tax expenditures for middle- and upper-income taxpayers; for ex- 
ample, the home mortgage interest deduction, the exclusion for 
employer-provided health insurance, and the charitable deduction. 

Two things are clear. First, financial benefit from these items 
rises faster than income as you go from the bottom of the income 
distribution to the 99th percentile; but second, at the very top, the 
benefit shrinks as a percentage of income. 

This means that a 1986-style trade of lower rates or base-broad- 
ening would likely create winners at the very top, at least absent 
repealing items, such as the 15-percent dividend rate, that argu- 
ably are not tax expenditures. 

Congress could, if it chose, address those items’ distributional ef- 
fects without entirely repealing them. For example, it could create 
or reduce dollar caps on items such as home mortgage loan prin- 
cipal and/or it could convert various deductions and exclusions into 
uniform rate percentage credits. These would very likely improve 
efficiency and revenue, while also addressing distribution. 

My third point concerns the relationship between repealing tax 
expenditures and deciding whether to reduce marginal tax rates. 
Often the two changes are grouped together 1986-style on the view 
that base-broadening alone would excessively increase tax reve- 
nues. 

But to view repealing tax expenditures as a tax increase requires 
forgetting the very point that often motivates calls for their repeal, 
which is that they are “spending through the tax code,” as the Fis- 
cal Commission said. And, if you look at the House of Representa- 
tives’ fiscal year 2012 budget resolution, it is very much the same 
analysis of tax expenditures as really spending. 

The late economist David Bradford offered a powerful illustration 
of the point that tax expenditures are actually disguised spending. 
He described a pretended secret plan to reduce the budget deficit 
by formally cutting spending rather than taxes. In step one he said, 
suppose that we eliminate $50 billion of defense spending on need- 
ed weapons; and, step two, to make up for the loss of the weapons, 
we enact a new $50-billion weapons supplier tax credit. 
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What happens in the end is the Pentagon gets the very same 
weapons from the very same suppliers, effectively at the very same 
prices, but, by official measures, both spending and revenues have 
declined by $50 billion. 

Bradford’s pretended last step was that you then increase tax 
rates sufficiently to raise $50 billion of new tax revenues. When the 
dust has settled, the only thing that really changed is that tax 
rates are higher, but in terms of official measures, you have cut 
spending by $50 billion while tax revenues remained the same. 

Now, for any tax expenditure that similarly is disguised spend- 
ing, although the label does not always fit items on official lists, 
repealing it as an economic substance is a spending cut, not a tax 
increase. 

Thus, while stand-alone tax expenditure repeal would increase 
officially measured tax revenues, it would not actually make the 
government larger in any meaningful economic sense, and that is 
presumably what people have in mind when they debate tax and 
spending levels in the Federal budget. 

Given how tax expenditures are officially misclassified, officially 
measured revenue neutrality, as distinct from budget neutrality, is 
really semantical and not related to the actual policies that are 
taking place. 

So tax rates should be cut as a part of tax reform if and only if 
that is Congress’s independent policy preference, not because base- 
broadening made it necessary. And Congress should also keep in 
mind that base-broadening generally reduces the efficiency loss 
from high tax rates given that it makes the taxes harder to avoid. 

Two final points I will just mention very quickly. First is that 
there really is no serious chance that rate cuts from where we 
stand today will raise revenue rather than lose it. 

And the second is that it is possible to have an economic growth 
dividend from cutting rates, but it depends on how it is done, and 
it is likely to be quite modest. 

Thank you. 

[The prepared statement of Mr. Shaviro appears in the appen- 
dix.] 

The Chairman. Thank you, Mr. Shaviro. 

Mr. Hodge? 

STATEMENT OF SCOTT HODGE, PRESIDENT, 

TAX FOUNDATION, WASHINGTON, DC 

Mr. Hodge. Thank you, Mr. Chairman, members of the com- 
mittee. 

Since 1937, Mr. Chairman, the Tax Foundation’s mission has 
been to promote economically sound tax policy at all levels of gov- 
ernment. We are guided by the immutable principles of economi- 
cally sound tax policy. 

Taxes should be neutral to economic decision-making. They 
should be simple, transparent, and they should promote economic 
growth. An ideal tax system should only do one thing, and that is 
raise sufficient amount of revenues to fund government programs 
with the least amount of harm to the economy. 

I think by all accounts, the U.S. tax system is far from that ideal. 
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Over the past 2 decades, lawmakers have increasingly asked the 
tax code to direct all manner of social and economic objectives, such 
as encouraging people to buy hybrid vehicles, turn corn into gaso- 
line, save more for retirement, purchase health care, buy a home, 
replace the home’s windows, adopt children, then put them in 
daycare, take care of grandma, purchase school supplies, go to col- 
lege, and the list goes on. 

I would think that if we were starting from scratch to build a tax 
system, these are not the things that we would want a tax system 
to do. 

So the question before the committee is: Is the distribution of tax 
burdens and tax benefits equitable? I would say no, but not in the 
way that many of you might think. 

First, while it is well understood, as Mr. Shaviro mentioned, the 
major tax preferences largely benefit upper-income taxpayers, the 
real issue is the fact that these tax expenditures have harmful ef- 
fects on the economy and the people whom they are intended to 
benefit. 

The biggest crises facing working families and the economy today 
are health care, housing, and State and local government finances. 
Yet, these are the very areas in which the government and the tax 
code are already the most involved. 

The cure for what ails these industries is not more subsidies, but 
to be weaned off the tax system. 

Secondly, as a consequence of trying to use the tax code to help 
the middle class, we have knocked nearly half — now, more than 
half — of all households off the tax rolls. We have turned the IRS 
into an extension of the welfare state, and we have created a grow- 
ing class of Americans who are disconnected from the basic cost of 
government. 

As we get closer and now over the tipping point in which we 
have more non-payers than payers, we need to have a national dis- 
cussion on whether it is fair or equitable to have millions of people 
enjoy the benefits of government and pay nothing to the costs. 

Good citizenship requires that we contribute at least something 
to the basic costs of government if we are going to enjoy the bene- 
fits of it. 

Finally, while some people would like to make the tax code more 
progressive, the fact is, according to the OECD, the U.S. has al- 
ready the most progressive income tax system of any industrialized 
country. The top 1 percent of taxpayers pays a greater share of the 
tax burden than the bottom 90 percent combined. 

And Tax Foundation research shows that the majority of Ameri- 
cans now get more back in government spending than they pay in 
taxes, and that we are redistributing more than $826 billion annu- 
ally from the top 40 percent of Americans to the bottom 60 percent. 

So we need an honest discussion over how much redistribution 
should be considered fair and equitable. And, whatever inequality 
we have in America today is being driven by demographic factors 
that are beyond the control of the tax code, such as the rise of dual- 
earner couples, the rise of entrepreneurship, educational attain- 
ment, and the aging of America. 

And those taxpayers who are now shouldering the lion’s share of 
the tax burden in America today are what I call the successful mid- 
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die class. These are educated, dual-income families who are at the 
heart of the Nation’s successful entrepreneurial class. And we have 
to stop obsessing about the distributional tables that are static and 
do not take into account the mobility in America. 

Our research has found that nearly 60 percent of households in 
the bottom income quintile move up to higher quintiles over at 
least a 9-year period of time, and those at the top often move down 
to the bottom or lower within a short period of time. 

Even the IRS, in their Fortunate 400 rankings, found only 15 
percent of those in the Fortunate 400 were on that list for the en- 
tire 15-year period of time. There is a lot of churning at the top. 

Let me close by suggesting that we need to develop a new way 
of thinking about equity in the tax code. We need to strive to build 
a consensus around some basic simple concepts. 

First, an equitable tax system should be free of most of the cred- 
its and deductions and not try to micromanage individual or busi- 
ness behavior. 

Second, every citizen should pay at least something toward the 
basic cost of government. And an equitable tax code should be sim- 
ple and have the lowest rates possible. Finally, we need a tax code 
that is conducive to long-term economic growth, because that is the 
key to fixing the long-term fiscal health of this Nation. 

Thank you, Mr. Chairman. I appreciate the opportunity, and 
would welcome any questions. 

[The prepared statement of Mr. Hodge appears in the appendix.] 

The Chairman. Thank you, Mr. Hodge. 

Ms. Aron-Dine? 

STATEMENT OF AVIVA ARON-DINE, Ph.D. CANDIDATE, DE- 
PARTMENT OF ECONOMICS, MASSACHUSETTS INSTITUTE OF 

TECHNOLOGY, CAMBRIDGE, MA 

Ms. Aron-Dine. Thank you, Mr. Chairman. Thank you. Ranking 
Member Hatch and members of the Finance Committee, for having 
me here today. 

As Professor Shaviro talked about and as Chairman Baucus also 
discussed, over the past 30 years, the income distribution in the 
United States has become increasingly skewed. While the incomes 
of the top 1 percent more than tripled over this period, income 
growth for low- and middle-income Americans slowed to a sputter. 

The lesson I draw from these facts is that, as we are making de- 
cisions about our tax system, we should work to promote economic 
opportunity, especially for those who have struggled the most with 
the economic changes of recent decades. We should certainly avoid 
policy steps that would worsen inequality and hardship. 

That leads me to the two concrete policy recommendations I 
would like to offer. First, I would recommend that you preserve and 
strengthen the Earned Income Tax Credit and the refundable child 
credit. As I believe you have heard from other witnesses in recent 
weeks, there are many provisions in our tax system where we ei- 
ther do not know if they are working or we even have evidence that 
they are actively counterproductive. 

By contrast, study after study has found that the EITC accom- 
plishes its goal of getting low-income people, especially single moth- 
ers, to join the labor force. For instance, economists who studied 
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the EITC expansions of the 1980s and 1990s found that these im- 
provements to the EITC induced well over half a million people to 
enter the workforce. 

The EITC and the refundable child credit are also well-targeted 
and extremely effective at reducing poverty, especially for children. 
Together, these tax credits now lift 7.2 million people out of pov- 
erty, including 4 million kids. 

Weakening either of these credits would increase inequality, pov- 
erty, and hardship, while strengthening them by simplifying the 
rules surrounding qualifying children and by improving the very 
small EITC available to workers without children would make the 
credits even more effective at encouraging and rewarding work. 

Now, some have recently expressed concern about the fact that 
the EITC and the child credit eliminate income tax liability for 
many low- and moderate-income families. In particular, I know 
there is concern about this estimate that 51 percent of Americans 
owed no income tax in 2009. 

Let me first note that the 51-percent figure was a temporary 
spike due to the recession, the now expired Making Work Pay 
Credit, and partial income tax exemption for unemployment bene- 
fits. In a more typical year, more like 35 to 40 percent of house- 
holds would owe no income tax. 

Basically, tax benefits did exactly what they were supposed to do 
during the recession. They expanded to help struggling families, 
and they will automatically contract as the economy improves. 

But more importantly, the question is really just whether the tax 
treatment of low- and moderate-income Americans is fair or wheth- 
er it would be better if this group paid substantially more in taxes. 
In thinking about this, it might be helpful to know some additional 
facts about these people. 

First, according to the Tax Policy Center, 60 percent of those not 
owing income taxes are either elderly people or individuals whose 
incomes are so low that they are less than the sum of the standard 
deduction and personal exemption. 

What that means is that 60 percent of those not owing income 
taxes would not owe taxes even without the EITC and or the child 
credit. 

If, in your judgment, those people should owe income taxes, you 
would need to either pare back the tax exemption for Social Secu- 
rity benefits or reduce the standard deduction or personal exemp- 
tion, the sum of which is already below the poverty line. 

The other 40 percent of people not owing income taxes is mostly 
low-income workers with children who benefit from the EITC. 
These are working parents who play by the rules, but whose earn- 
ings leave them below twice the poverty line or, in many cases, in 
poverty. 

I know that some people worry that because these families do not 
owe income taxes, they do not have enough skin in the game, 
enough of a stake in ensuring that government operates as cost- 
effectively as possible. But, in fact, the working families who ben- 
efit from the EITC have quite a bit of skin in the game, even in 
the narrow sense of paying Federal taxes. 

CBO has found that the poorest 20 percent of households pay 4 
percent of their incomes in Federal taxes, on average, while the 
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next income group pays 10 percent of its income in Federal taxes, 
and that is after netting out any benefits from refundable credits. 

All of these families also pay a significant amount in State sales 
taxes and often State income taxes, too. And the fact that these 
households do pay significant taxes is probably not even the most 
important way in which they have skin in the game. As working 
adults raising children, low- and moderate-income working parents 
have a tremendous stake in the future of our society and in having 
government operate efficiently and effectively. 

My second brief recommendation is that equitable tax reform 
needs to raise revenue, and it can and should do that in a progres- 
sive way. 

We have seen from recent efforts that closing our large projected 
deficits through spending cuts alone would mean making deep cuts 
in social insurance and the safety net, and that would exacerbate 
inequality, poverty, and hardship. 

But fortunately, there are policy options on the table that would 
raise enough revenue to let us avoid the most damaging of these 
budget cuts and take a more balanced approach to deficit reduc- 
tion. 

I agree with both Professor Shaviro and Mr. Hodge that there 
are ineffective tax expenditures that could be trimmed and that 
could raise revenue. I believe that increases in high-income mar- 
ginal tax rates can also play a role in an equitable approach to tax 
reform and deficit reduction, particularly in light of the fact that 
CBO data show these households have seen the largest reductions 
in their tax rates over the last several decades. 

Returning top tax rates just to their 1990s levels could raise 
more than $80 billion per year, and that is $80 billion that would 
not have to come out of programs for the elderly, low- and 
moderate-income families, or other valued public services. 

Thank you again for allowing me to speak to you today, and I 
look forward to answering your questions. 

[The prepared statement of Ms. Aron-Dine appears in the appen- 
dix.] 

The Chairman. Thank you very much, Ms. Aron-Dine. 

Mr. Reynolds? 

STATEMENT OF ALAN REYNOLDS, SENIOR FELLOW, 

CATO INSTITUTE, WASHINGTON, DC 

Mr. Reynolds. I am going to focus on facts, changes in average 
tax 

The Chairman. You might want to pull your microphone up a lit- 
tle closer, Mr. Reynolds. We want to hear you. 

Mr. Reynolds. Does that work? 

The Chairman. That works. 

Mr. Reynolds. I am going to focus on changes over time in aver- 
age tax rates, top marginal tax rates, and revenues as a share of 
GDP. 

This is referred to in three tables at the back of my prepared tes- 
timony, and those tables are designed to explain why revenues 
from the individual income tax have remained near 8 percent of 
GDP for decades, even though the average income tax rates were 
cut in half since 1979 for the middle and fourth quintiles, and even 
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though, since 2003, average income tax rates for the bottom two 
quintiles, the bottom 40 percent, have been negative. 

From 1951 to 1963, for example, the lowest individual income tax 
rate we had was either 20 or 22 percent and the highest was 91 
or 92 percent, and yet that system brought in only 7.8 percent of 
GDP. 

From 1988 to 1990, the lowest income tax rate had been cut to 
15 percent and the top tax rate to 28 percent, and that tax system 
brought in 8.4 percent of GDP. 

So we, obviously, cannot just equate rates and revenues. 

Since both individual and total revenues have long been a sur- 
prisingly constant share of GDP, aside from recessions and booms, 
the growth of real revenues over time mainly depends on growth 
of the tax base, GDP. 

On the left side of my table 1 is average tax rates by quintile and 
the top 1 percent from 1979, 1989, 1999, and 2007. Those are all 
cyclical peak years. And what you see there is that, at the bottom 
quintile, the rate, of course, has been below zero because of the 
Earned Income Tax Credit and the child credit. 

For the second quintile, the average tax rate since 1979 has fall- 
en 110 percent, the middle quintile 56 percent, fourth quintile 39 
percent, and, at the top 1 percent, yes, the average tax rate fell too, 
by 15 percent largely because of the inclusion of more dividends 
and capital gains, which are taxed at a lower rate. 

I cite — in my prepared remarks — some studies which find that 
the amount of taxable income reported by the top 1 percent is ex- 
tremely sensitive to changes in marginal tax rates, particularly 
capital gains and dividends, but also income in general. It is true 
that this is not true of the whole population, as Ms. Aron-Dine 
points out, but it is true of the top taxpayers. 

So my second and third tables focus on some obvious effects of 
tax rate changes on behavior, and the reason is to explain this par- 
adox that revenues seem to have remained the same even though 
there have been huge cuts in average tax rates for the bottom 80 
percent. Why is that? Behavioral responses tell us. 

Table 2 focuses on capital gains, long-term capital gains, and it 
says that, from 1987 to 1996 when the capital gains tax was 28 
percent, realized gains accounted for only 2.5 percent of GDP. 
When the tax rate was cut to 15 percent, it was 5 percent of GDP. 
You double the tax base and you are going to collect virtually the 
same amount of money. 

Interestingly, the next column shows that, among the top 1 per- 
cent which we have heard so much about today, capital gains when 
the rate was high accounted for only 17.7 percent of their income, 
but 28 percent more recently when the tax rate was 15 percent. In 
other words, high-income people report more capital gains when 
the rate is low. If you are doing a trade from one stock to another 
stock, you think twice if that trade is going to cost you 28 percent 
before you even make the trade. So you do not make the trade, and 
you keep the stocks you own and only sell them if you have offset- 
ting losses. 

The third table deals with the top 1 percent in some detail, and 
what you see is — I have put figures in bold — whenever the capital 
gains tax rate went down, a lot of capital gains were reported. 
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When the individual income tax rate went up, i.e., 1993, salary in- 
come actually was fairly stagnant. It was unchanged from 1990 to 
1994. 

When the tax on interest income went up, the top 1 percent re- 
ported less interest income in 1993, 1994, and 1995, and so on and 
so on. But the main thing you want to watch is capital gains, be- 
cause that dominates the CBO numbers. And capital gains have 
tripled — they doubled when the rate was cut to 20 percent, and the 
capital gains of the top 1 percent tripled after the tax was cut to 
15 percent. 

The same thing happened to dividends, and that can only be ex- 
plained by a response to tax rates. There is no other explanation. 
They tripled, rising from an average of $30,000 in 2008 dollars to 
$83,000 by 2007. 

My testimony closes with two factual points about tax expendi- 
tures. First of all, it is a common misconception that the 1986 tax 
reform was paid for by reducing deductions. That is not true. The 
deductions were shifted from itemized to standard, but the total de- 
ductions were the same 23 percent of AGI before and after the re- 
form. 

The second point is that, in tax expenditures discussions, includ- 
ing the Senate Budget Committee’s compendium and the Deficit 
Commission recently, they make the mistake of thinking that the 
tax expenditure item for capital gains and dividends is a measure 
of the revenue that would be gained if capital gains or dividends 
were taxed at ordinary tax rates. 

As JCT has explained to this committee, that is not true. That 
assumes no behavioral response, and the data I have shown show 
you have to take behavioral response into consideration. 

If you double those tax rates, the top 1 percent would report less 
income, and they would pay less taxes, and they would look like 
they had less income in these data, but it is misleading. 

[The prepared statement of Mr. Reynolds appears in the appen- 
dix.] 

The Chairman. Thank you all very much. 

I have a simple question to ask each of the four of you. And that 
is, in your judgment, to what degree has the code either contrib- 
uted to or ameliorated maldistribution of income in the United 
States over the last 30 year? 

Everybody agrees there is a growing gap. Everybody agrees the 
wealthier have more money, and the middle-income wage earners 
just have not earned very much. 

But a question I have is, to what degree has the code contributed 
to that growth in maldistribution of income? The second question 
is, to what degree has the code diminished or ameliorated that mal- 
distribution of income? 

Whoever wants to go first can go first, but I am going to ask each 
of the four. 

Mr. Reynolds, you raised your hand first. 

Mr. Reynolds. Yes. My data talk to that point, because we show 
increasing progressivity, and that progressivity in the tax code was 
primarily through the Earned Income Tax Credit, through doubling 
of exemptions in 1986, through the child credit in 2003. So that is 
ameliorated. 
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The other point I want to make is that the numbers you are cit- 
ing about the top 1 percent, those are the numbers in my data. 
They are pre-tax, pre-transfer income. So they tell us literally noth- 
ing about the distribution of after-tax disposable income. They do 
not include my Social Security as income, but it is income, and they 
do not tell you anything about how much taxes I pay — and I prob- 
ably will not do that either — ^but it is a lot. 

The Chairman. I am sorry, say again. 

Mr. Reynolds. You cannot tell anyone’s taxes from pre-tax data, 
and the 

The Chairman. No. But I am not 

Mr. Reynolds [continuing]. Numbers are pre-tax data. 

The Chairman. I am just focusing on income tax right now. 

Mr. Reynolds. Well, disposable income, if you take into ac- 
count — there are measures of disposable income that take into ac- 
count taxes and transfers, and I see no great change in inequality. 

The Chairman. All right. My time is ticking away. Who wants 
to come next? Mr. Hodge? I will go down the line there. 

Ms. Aron-Dine? 

Ms. Aron-Dine. I agree with Mr. Reynolds both that the EITC 
has ameliorated wage stagnation and, also, that the tax code does 
not have that much of a role in pre-tax inequality. But the tax code 
and changes in the tax code have contributed to after-tax inequal- 
ity, and the CBO data do speak 

The Chairman. After-tax inequality? 

Ms. Aron-Dine. Income inequality, yes. And the CBO data do 
speak to that, because they give us growth in income, both before 
and after taxes. 

So if we focus, for example, on the top 1 percent, their incomes 
grew by 241 percent before taxes, but they actually grew more than 
that, 280 percent, after taxes because their tax rate fell so much. 

To put that in numbers, their incomes would have grown by 
$850,000, which is a lot, if the tax code had stayed the same, if 
their effective tax rate had stayed the same. But because their ef- 
fective tax rate fell, their after-tax income actually grew by more 
like $1 million, with the tax code chipping in the extra $150,000. 

The Chairman. So on a net basis, you think the code contributed 
to inequality. 

Ms. Aron-Dine. Contributed to the concentration of income at 
the top and to after-tax inequality. 

The Chairman. Mr. Hodge? 

Mr. Hodge. I am a little dizzy with the numbers. I do not think 
that 

The Chairman. You will want to pull your microphone closer, 
please, Mr. Hodge, or turn it on. 

Mr. Hodge. Turn it on. There we are. I believe that most of what 
is driving inequality today in America is beyond the reach of the 
tax code. Inequality is being driven by a couple of factors, including 
the rise of dual-earner couples. 

People in the middle can launch themselves from the middle of 
the income scale to the top simply by saying “I do.” They can also 
rise to the top by getting a college education. The rise of education 
in America and the returns to education are also contributing to in- 
equality in a large way. 
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The rise of entrepreneurship — and this may be one area in which 
the tax code may have had a contributing factor, but in a positive 
way, and that is the creation of S corporations, LLCs and partner- 
ships, and the explosion of entrepreneurship that we have seen 
over the past 20 years. 

In 1980, there were only about 11 million tax returns that had 
some business income. Last year, there were close to 30 million, 
and that is because we have had an explosion of entrepreneurship 
in America today. And, as you know, those individuals or business 
owners file their business taxes on their individual tax return, not 
a corporate return. That has a contributing factor to the impres- 
sions or illusion of growing inequality, when really what you have 
is more than half of all business income in America today being 
taxed on the individual side of the tax code. 

And then, lastly, we have the aging of America as the baby- 
boomers are now reaching their peak earnings potential before they 
move into retirement, and that pig-through-the-python, that bub- 
ble, I think, is also contributing to the impression or illusion of in- 
equality. 

I do not think that raising taxes will move us back to an equal 
position. It will not force people into getting a divorce, losing their 
education, et cetera. 

The Chairman. I want to give Mr. Shaviro a chance. 

Mr. Shaviro. Well, thank you. The tax code is not a main player 
in the story, which is a lot of the demographics, technology, things 
like that. The tax code has contributed, though, in the sense that, 
if there were higher rates that were effective — and that is, obvi- 
ously, an important question — then it could have ameliorated after- 
tax inequality. 

Mr. Hodge mentions entrepreneurs, and they are important, but 
I want to mention a lot of the story has to do with things like the 
financial sector, and CEO compensation going up, and things like 
that. 

Salaries have really been the big driver of rising high-end income 
inequality. 

The tax code can ameliorate that. That is all we are talking 
about, not eliminating it, but ameliorating it if there are slightly 
higher rates that are relatively effective. 

And I would have to endorse, by the way, Mr. Reynolds’s point 
that capital gains are unusually responsive to tax rates, but ordi- 
nary income tends to be considerably less responsive. 

So the tax code can play a role, but it is not at the center of the 
drama. 

The Chairman. Thank you very much. 

Senator Hatch? 

Senator Hatch. Thank you, Mr. Chairman. 

Ms. Aron-Dine, in your written testimony, you state that “the 
Federal tax system, considered as a whole (including individual 
and corporate income, payroll, and excise taxes), is only modestly 
progressive.” 

However, as Mr. Reynolds notes in his written testimony, a 2008 
study produced by the Organization of Economic Cooperation and 
Development, the OECD, found that, “Taxation is the most pro- 
gressively distributed in the United States.” 
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Given the high level of progressivity of the U.S. tax system 
versus the rest of the industrialized world, to what are you com- 
paring our tax system when you say it is “modestly progressive?” 

Ms. Aron-Dine. So let us focus just on international comparisons 
in that particular OECD study. What it found was that high- 
income people in the United States pay a very high share of income 
taxes, which they do, in large part, because they have a very high 
share of income, much higher than in most other developed coun- 
tries. 

But the study also continued to look at what the entire U.S. fis- 
cal system, taxes and spending, does to ameliorate inequality as 
compared with the entire system, taxes and spending, in all of 
those other countries. And, when you look at those data and you 
look at the ranking of countries in terms of what they do to amelio- 
rate inequality through their whole system, the U.S. is actually at 
the bottom. 

In that sense, our system is actually among the least progressive. 
We do less than all but one or two other developed countries to 
ameliorate inequality through our tax system and our spending 
system considered as a whole, and that is from that same 2008 
OECD report. 

So, it is one of the senses in which I would say we have a system 
that, as a whole, is only modestly progressive compared to other 
countries. 

Senator Hatch. Thank you. 

Mr. Reynolds, you were 

Mr. Reynolds. Well, that study includes payroll taxes and other 
things. So it does get to the issue. And it is not just because we 
have a higher amount of income. 

The ratio of the top 10 percent’s income to the amount of taxes 
paid is 1.35. In other words, it is 35 percent more taxes paid than 
income. In Sweden, the top 10 percent get the same amount of in- 
come as they pay in taxes. 

So, as far as you are talking about the tax system doing redis- 
tribution, the U.S. far outclasses anybody else. It is true that, on 
the spending side, it is another matter all together. But the big 
welfare states of Europe finance spending not with progressive 
taxes, but with fiat rate value-added taxes, flat rate payroll taxes 
that are much higher than ours, and with relatively flat rate in- 
come taxes as well. 

They have very high average tax rates and relatively high — and 
the ones with high marginal tax rates, such as France and Japan, 
get far less revenue from those steeply progressive rates than we 
do. 

Senator Hatch. Mr. Hodge and Mr. Reynolds, the Joint Com- 
mittee on Taxation recently informed us that 51 percent of all 
units, tax units, that is, did not have any income tax liability in 
2009. 

Now, do you think it is fair that more than half of all tax units 
did not pay any income taxes, while the remaining 49 percent of 
the tax units are stuck with the entire income tax tab? 

Should not all tax units pay at least some income tax? 

We will start with you, Mr. Hodge, and then Mr. Reynolds, and 
anybody else who would care to respond. 
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Mr. Hodge. Yes, Senator. I believe that everyone who enjoys the 
benefits of government should pay at least something, some modest 
amount to the cost of government. It is an essential part of citizen- 
ship to be invested in this Nation, and I think paying income taxes 
is one key to that. 

Senator Hatch. Mr. Reynolds? 

Mr. Reynolds. I was fortunate to be the research director for 
Jack Kemp’s Tax Reform Commission, and I can report that every 
member of that commission — and they were a very interesting, dis- 
tinguished group — was quite upset about the erosion of the tax 
base and the civics involved, and the civics are that it makes peo- 
ple think the government is free and, therefore, they demand too 
much of it, and that just does not make sense. 

Senator Hatch. Mr. Shaviro? 

Mr. Shaviro. I think it is a mistake to focus on one tax and one 
year in looking at this point, because people pay income taxes in 
other years, and they pay other taxes in that year. 

And, also, I think the other point I want to make is that — are 
we saying that people who have too little income to have anything 
left after the standard deduction and personal exemption should 
pay some income tax, and I do not know. I mean, that is a judg- 
ment Congress will have to think about. 

Senator Hatch. All right. 

Ms. Aron-Dine. Just to put more of a point on that last point, 
it is easy to say everyone should pay something, but in terms of 
practical policy, what that would mean is either lowering the per- 
sonal exemption or lowering the standard deduction. The sum of 
those is already below the poverty line. 

So it would mean saying people in poverty should pay income 
taxes, should pay more taxes than they do today. It would mean 
raising taxes on elderly people, many of whom do not pay income 
taxes. 

I think we want to think about the actual consequences that that 
would have for actual people. 

Senator Hatch. What bothers me is that we have jumped from 
about 40 percent of tax units to now 51 percent. 

Ms. Aron-Dine. And as I discussed, I think 

Senator Hatch. In just 2 years. 

Ms. Aron-Dine. Right. And a lot of that is that we saw the worst 
recession in the post-war period during those 2 years, and Congress 
enacted measures, such as the Make Work Pay Credit and the par- 
tial income tax exemption for the UI benefit, that did deliberately 
pull some people out of the income tax, lowered their liability, be- 
cause they were struggling in those years. 

Now that those measures have expired and once the economy 
starts to recover, those tax benefits will naturally contract, and we 
will probably go back to something more like the levels we saw in 
earlier years. 

Senator Hatch. My time is up, Mr. Chairman. 

The Chairman. Thank you. Senator. 

Senator Grassley? 

Senator Grassley. Mr. Chairman, before you start the clock, I 
would like to ask unanimous consent. In three instances, I would 
like to insert something into the record. 
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The Chairman. Without objection. 

[The submissions appear in the appendix on p. 59.] 

Senator Grassley. And I would prefer to make a statement than 
to ask questions. 

OPENING STATEMENT OF HON. CHUCK GRASSLEY, 

A U.S. SENATOR FROM IOWA 

Senator Grassley. Whether the distribution of tax benefits and 
burdens is equitable is a very important topic. However, there is 
a more important question we should be debating. What is the pur- 
pose of the Federal income tax? 

We cannot talk about whether taxpayers are paying their fair 
share if we do not know why we want them paying taxes in the 
first place. 

We are in a situation where people are talking about increasing 
taxes on higher-income people, because supposedly they can afford 
it. And they probably can afford it. But I get sick and tired of the 
demagoguery that goes on in Washington about taxing higher- 
income people. 

According to the Joint Committee on Taxation’s latest analysis, 
49 percent of the households are paying 100 percent of the taxes 
coming into the Federal Government, while 51 percent do not pay 
any income tax whatsoever. 

How high do the taxes have to go to satisfy the appetite of people 
in this Congress to spend money; and, particularly, how high do 
marginal tax rates have to go to satisfy those clamoring for higher 
taxes from the wealthiest? How high to satisfy you? And you know 
who you are. 

Investors Business Daily had an article. Even if the government 
confiscated all the income of people earning $250,000 a year, the 
money would fund the Federal Government today for just 140 days. 
Funding the government should be one, if not the primary goal of 
the income tax laws. 

Note here that I am specifically focusing on income taxes. This 
is because payroll taxes are not supposed to be used to fund gov- 
ernment. Social Security and Medicare taxes are, in fact, insurance 
premiums. Individuals who pay them expect a benefit when they 
get to a certain age. 

It is clear that some people believe that the tax code should be 
used to reduce the growing income disparity between lowest and 
highest income quintiles. This assumes a key objective of the Fed- 
eral Government through the Federal income tax laws should be to 
ensure that income is distributed equally throughout the citizenry. 
These folks actually believe that the Federal Government is the 
best judge of how income should be spent. That is not what our 
founding fathers had in mind. 

In addition to considering the purpose of the tax revenue, we 
ought to have some principles of taxation that we abide by. I abide 
by the principle that 18 percent of the GDP of this country is good 
enough for the government to spend, because that is what it has 
been on a 50-year average. That leaves 82 percent in the pockets 
of the taxpayers for them to decide how to spend, because, if 535 
of us decide how to divide up the resources of the country, we 
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would not have the economic growth that we have. We would be 
Europeanizing our economy, and that is bad. 

In evaluating whether people are paying their fair share, experts 
frequently look at whether a proposal improves the progressivity of 
the tax system. Critics of lower tax rates continue to attempt to use 
distribution tables to show that tax relief proposals disproportion- 
ately benefit the upper income. 

We keep hearing that the rich are getting richer while the poor 
are getting poorer. This is not an intellectually honest statement 
as it implies that those who are poor stay poor throughout their life 
and those who are rich stay rich throughout their life. 

We have a 2007 report from the Department of Treasury on in- 
come mobility, 1996 to 2005. I quote: “Key findings: There was con- 
siderable income mobility of individuals in the U.S. economy during 
1996 through 2005, as over half of the taxpayers moved to a dif- 
ferent income quintile over this period. Roughly half of the tax- 
payers who began in the bottom income quintile, 1996, moved up 
to the higher income group, 2005. 

“Among those with the very highest incomes in 1996, the top 
Viooth of 1 percent, only 25 percent remained in that group in 
2005. Moreover, the median real income of these taxpayers de- 
clined over this period. 

“The degree of mobility among income groups is unchanged from 
the prior period, 1987 through 1996. Income growth resulted in ris- 
ing incomes for most taxpayers over the period of 1996 to 2005. 
Median incomes of all taxpayers increased by 24 percent after ad- 
justing for inflation. The real income of two-thirds of all taxpayers 
increased over this period. 

“In addition, the median income of those initially in the lower in- 
come groups increased more than the median income groups in the 
higher incomes.” 

I will skip something, because I want to make one last statement 
here and then put the rest in the record. 

I welcome this data on this very important matter for one simple 
reason. It sheds light on what America really is all about — vast op- 
portunities and economic mobility. 

I will put the rest of the statement in the record, Mr. Chairman. 

[The prepared statement of Senator Grassley appears in the ap- 
pendix.] 

The Chairman. Thank you. Senator. 

Senator Kyi, you are next. 

Senator Kyl. Thank you, Mr. Chairman. 

I compliment Senator Grassley on what he just said. I note that 
the title of the hearing here is “Is the Distribution of Tax Burdens 
and Tax Benefits Equitable,” and, of course, the answer to that 
question has to depend entirely on what we mean by equitable, 
what our definition is. 

What measures or criteria do we use to answer that question? 
And I find it astonishing that some are inferring here that the pur- 
pose of the tax code is to ameliorate income inequality. I mean, 
that is an astounding proposition. 

As Senator Grassley said, the key point is, what is the purpose 
of the tax code, and it should be simply to raise the revenue that 
the Federal Government needs. 



20 


To assume that somehow we in Washington have either the mo- 
rality or the ability to judge how best people should spend their 
money is an astonishing proposition in and of itself. But then to go 
further and say that the purpose of the Federal law should be to 
ensure that income is distributed equally is incredibly foolish. 

The factors that determine income inequality are — and I think 
most of the panelists agreed to this point. Mr. Shaviro said, “Well, 
I think the tax code can play a role, but it is not at the center of 
income disparity.” I think that was an exact quotation there. 

Education, marital status, work habits, other habits, personal de- 
cisions in life, individual preferences, and all of those things are 
what really determine the disparity in income in this country, and 
many, many, many other factors. 

And at best, we can make a modest change in that, but I submit 
that, if the purpose here of the hearing is for us to figure out how 
to use the income tax code to somehow make everybody equal in 
this country in terms of income, it is a fool’s errand, it is immoral, 
it is not what we should be about, and we ought to quit right now. 

While I have a couple of minutes, let me ask a couple of ques- 
tions here. 

Mr. Reynolds, I was fascinated by the charts that you referred 
us to on the elasticity of taxable income studies indicating behav- 
ioral responses to changes in marginal tax rates. 

You note that they are mostly concentrated at the top of the in- 
come scale; that when tax rates are high, these taxpayers engage 
in activities that produce less reportable income. I think everybody 
agreed with that proposition. When taxes are lower, there is more 
of an incentive to engage in activities that produce reportable in- 
come. 

As you point out, this provides an explanation of why the top in- 
come earners’ incomes rose when tax rates fell. More income was 
reported because the penalty for producing income was lower. 

Now, first question. In the years immediately following the 2003 
cut in individual dividends and capital gains tax rates, did Federal 
revenues increase or decline? 

Mr. Reynolds. Well, remember, there is a lot going on. We are 
also expanding the Earned Income Tax Credit with that bill. We 
are adding a $1,000 child credit. We are adding a 10-percent tax 
rate. All of those plans were not revenue-positive, they lost rev- 
enue. 

It is rather remarkable that in the last 2 years, in 2006-2007, 
that we are back to 8 percent, the normal 8 percent-plus share of 
GDP that I said tends to happen. 

I did not actually predict that. In 2001, I wrote a Wall Street 
Journal article saying “a little bang for a lot of bucks.” In other 
words, I thought the revenue losers would offset the revenue 
enhancers, which are the lower rates on capital gains and divi- 
dends, arguably, and the lower rate at the top in general. More in- 
come is reported when the penalty for doing so is reduced. 

Senator Kyl. The figures I have are, in 2005, revenues — Federal 
revenues — increased 14.6 percent, 11.7 percent in 2006, and 6.7 
percent in 2007. 

Mr. Reynolds. Sounds plausible. 
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Senator Kyl. When capital gains tax rates were cut in 1997 and 
in 2003, did capital gains revenue rise or fall and how did the ac- 
tual revenues compare to projections? 

Mr. Reynolds. Excuse me. Are you talking about the latest cap- 
ital gains rate reduction? 

Senator Kyl. No. In 1997, the first time, and in 2003. 

Mr. Reynolds. Yes. Revenues, of course, soared from capital 
gains. Those numbers are in my table 2, although maybe not ex- 
actly. It shows that the capital gains as a share of individual reve- 
nues were 9 percent of GDP both in the post-1997 period and post- 
2003, whereas previously they were 7, 6.9 percent. 

I am doing this only as a share of GDP. Doing it in real dollars 
would be even better. In a sense, every time we reduce the capital 
gains tax rate, there is such a revenue flood that, while the econ- 
omy is doing well, that there is a temptation to do something like 
the child credit or something like that, and it has made the system 
extremely and precariously reliant on the stock market, among 
other things. 

Senator Kyl. But if I could. And I think both you and Mr. Hodge 
tried to make this point. A lot of what we are trying to accomplish 
here is to effect policy that is good for the country, not just that 
will produce revenue. And you can make mistakes doing that. You 
can also have a very positive effect, including promoting economic 
growth through lower tax rates. 

Mr. Acting Chairman, thank you. 

Senator Hatch [presiding]. Senator Menendez is not here. 

Senator Roberts? 

Senator Roberts. Thank you, Mr. Chairman or Ranking Member 
or co-chairman, your eminence. [Laughter.] 

Senator Hatch. I like the last one most of all. 

Senator Roberts. I am going to follow up and ask you all to re- 
spond to the question raised by Senator Kyl. What is the purpose 
of the tax code? Is it to raise revenue to support essential govern- 
ment functions, or do we see it as being a major mechanism for 
wealth redistribution? I do not mean that as pejorative. 

If it is the latter, is that an appropriate role for the tax code? 
And I am going to confer an honorary doctorate of economics on all 
of you. So you are all doctors. That will be from the University of 
Kansas. And, if you want to go on with a Ph.D., we will add in in- 
come redistribution. 

So you are all doctors now. Let us just start from Dr. Shaviro. 

Mr. Shaviro. Well, I guess I am a doctor now. I am a jurist doc- 
tor, but then every lawyer could say so, too. 

If all we want to do is raise revenue — we do not care at all about 
the distribution of wealth — the obvious thing to do would be to 
have a uniform head tax in which every American, be it Bill Gates 
or a homeless person, pays exactly the same amount. 

No one agrees to that. So at this point, we are really talking in 
matters of degree, where really the question is — the phrase that is 
often used is the ability to pay, how well-off one individual is, how 
able to contribute to the cost of government, compared to another 
person. 

And, as soon as you back off believing in a uniform head tax 
where everyone pays the same thing — which actually Margaret 
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Thatcher had an experience with that I recall — then we are really 
all in the same ballpark and not fundamentally disagreeing about 
what the enterprise is about. 

Senator Roberts. Dr. Hodge? 

Mr. Hodge. I do not believe the tax code should be used for so- 
cial and economic engineering. I think the tax code has one pur- 
pose. As you mentioned, that is to raise a sufficient amount of 
money for the Federal Government. 

But economic growth ought to be the key question here. Will we 
and do we or can we have a tax system that is conducive to long- 
term economic growth? 

The OECD released a very important study 2 years ago showing 
that high corporate income taxes and high personal income taxes 
are the most harmful taxes to long-term economic growth. 

Unfortunately, as we have talked about here, the United States 
has one of the most progressive personal income tax systems, and 
I think, as we all know, we have one of the highest corporate in- 
come tax rates among OECD nations. Both of those are contrib- 
uting to our slow economic growth. 

Senator Roberts. Dr. Aron-Dine? 

Ms. Aron-Dine. I particularly appreciate it, since I like getting 
my Ph.D. a couple years early. 

Senator Roberts. I know you are close, you are very close. 

Ms. Aron-Dine. I am working on it. 

I mostly agree with Mr. Shaviro that I think what we want is 
for our tax and spending systems together to accomplish a set of 
social goals. 

I think we have agreed that those goals include helping families 
who are coping with situations of hardship, providing a safety net, 
and I think we have agreed that people at the top can afford to pay 
more for that. 

You can call that redistribution or not, but it really does imply 
a progressive tax system. 

Senator Roberts. So you are for both, right? 

Ms. Aron-Dine. Yes. 

Senator Roberts. I have to move on, because I am running out 
of time, and I have a couple of questions for Dr. Hodge, as well. 

Please, Dr. Reynolds? 

Mr. Reynolds. Taxes do not redistribute income. They just re- 
duce it. The redistribution occurs through refundable tax credits, 
such as the EITC, which, interestingly enough, although it is $55 
billion, is not counted in most of these studies of income inequality. 
It is like it does not exist. Neither are most transfer payments. 

So it is not taxes that redistribute income. The redistribution oc- 
curs through spending programs, which are huge. Transfer pay- 
ments are now over $2 trillion. Private wages and salaries are 
about $5 trillion. Again, we have to take that into account. 

So taxes are not redistributive. 

Senator Roberts. I appreciate it. 

Dr. Hodge, again, this is a subject that my colleagues have said 
it is useless to bring up. I do not know how many times they have 
told me that, but I am going to do it again in the 35 seconds that 
I have left. 

Actually, I will go over. I am sorry about that. Your Eminence. 
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In 2007, the Federal deficit stood at $161 billion and had de- 
clined from a high of $412 billion in 2004. That is quite a reduc- 
tion. That does not play well into the bookshelf theory in concrete 
that we were — we, the editorial, we, the Congress — were spending 
money like drunken sailors and poor Marines or whomever. 

But at any rate, the question that I have is that I thought that 
some of that was a result of the 2001-2003 tax relief. I do not say 
cuts, I say relief 

Mr. Hodge, can you expand on the idea that lowering tax rates 
does not necessarily result in a loss of revenue; the Federal Gov- 
ernment can, instead, increase tax revenues? 

Mr. Hodge. I think when you lower the most harmful taxes to 
the economy — and that is high marginal tax rates, as we did by 
lowering the top personal tax rates, as well as capital gains and 
dividends rates — the economy can grow and, to some extent, that 
will help replace some of the — or offset some of the revenue losses 
that might be expected in a static basis. 

And I think, while there is a lot of debate on whether tax cuts 
sort of pay for themselves, I do think that lowering tax rates — low- 
ering marginal tax rates — can increase economic growth, and that 
can have a positive impact on revenues over time, and I think we 
saw that during that period of time. 

Senator Roberts. I appreciate that. My time has expired. Thank 
you. 

Senator Hatch. Thank you. 

I would like to note for the record that today is Senator Wyden’s 
birthday. Happy birthday. Senator Wyden. 

Senator Wyden. Thank you. Senator Hatch. I just have been 
thinking about the comment my older daughter made the other 
day. She said that she had been studying the United States Senate, 
and she figured out that I am in the only profession on earth where 
I am actually one of the really young guys. [Laughter.] 

Now, go figure the reports from the young generation. But I 
thank you and my colleagues for your thoughtfulness. 

Senator Hatch. You are next. 

Senator Wyden. Thank you. Senator Hatch. 

For our witnesses, I come to this by way of saying that a major 
part of tax reform is to establish new policies that are going to help 
grow a bigger economic pie in the United States. 

That is something that I think would help bring us together. And 
towards that end, there is new Commerce Department data, it has 
been cited recently in the Wall Street Journal by David Wessel, but 
the new data shows that U.S. multinational corporations, which 
employ 20 percent of all U.S. workers, have been cutting workers 
in the United States while hiring them abroad. 

In particular, the new data shows that over the last decade, U.S. 
multinationals have cut their U.S. workforce by 2.9 million jobs, 
while creating 2.4 million jobs overseas, and this is a dramatic 
turnaround from the 1990s, where significantly more jobs were 
added in the United States than overseas. 

So let me kind of steer you clear of particular bills and the like. 
My own view is that, if you were to slash rates for doing business 
in the United States while keeping progressivity, you would ad- 
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dress that issue, and I have essentially proposed that with Senator 
Coats. 

But just from a policy standpoint, let me ask you, Mr. Hodge, 
and you, Ms. Aron-Dine, this question. Should not any reform of 
the tax code, both from the standpoint of growth and putting us in 
a position where we can actually increase progressivity as well, 
eliminate or at least reduce the perverse incentives that encourage 
shipping jobs overseas? 

We can steer clear of debates about territorial taxes and the like. 
My own view is that, if you slash rates dramatically for doing busi- 
ness in the United States, you eliminate some, not all, some of the 
debate about territorial taxes. 

But just from a policy standpoint, for you, Mr. Hodge, and you, 
Ms. Aron-Dine, should not reform of the tax code eliminate some 
of those incentives for shipping jobs overseas? 

Mr. Hodge. Well, Senator, I do not know of any incentives in the 
tax code that encourage U.S. companies to ship jobs overseas. 

Senator Wyden. How about deferral? 

Mr. Hodge. I do not believe that that is an incentive to ship jobs 
overseas. I think that the drivers here are two things, only one of 
which the U.S. Government can do something about. 

One is the dramatic decline in U.S. competitiveness on our cor- 
porate tax rate. As you know, we have one of the highest corporate 
tax rates in the world, and every other — in fact, 75 countries have 
cut their corporate tax rates in just the last 4 years alone, and 
most of those have also been turning toward a territorial tax sys- 
tem, the most recent being Great Britain and Japan, and they have 
both done it to encourage the repatriation of foreign profits from 
abroad. 

So the sooner that we can cut our corporate tax rate dramati- 
cally, as you have suggested in your tax reform legislation, but also 
turn to a territorial system as our major trading partners have 
done, we will put not only the U.S., but U.S. companies, on an 
equal footing with our global competitors, and that, I think, will be 
the key to turning around this problem that you see and many peo- 
ple worry about. 

Senator Wyden. Ms. Aron-Dine? 

Ms. Aron-Dine. Thank you. I think you may want to ask Mr. 
Shaviro, also, as this is, I think, his exact area of expertise. 

But I will just make two comments. One is that I think the really 
striking example of how loophole-ridden and problematic our sys- 
tem of international taxation is is that Joint Tax says that we 
could raise revenue either by taxing income in real time — elimi- 
nating deferral — or by going to a fully territorial system. Either 
would raise more money than the loophole-ridden system we have 
now. And so I do think there is a lot of room for improvements. 

I also think, in response to what Mr. Hodge said, that, in think- 
ing about the problems caused by our corporate tax code, we want 
to think about effective tax rates rather than just the statutory tax 
rate, and that a lot of the inefficiency in the allocation of invest- 
ment comes from the fact that different investments in different 
companies are subject to vastly different rates, again, because of all 
the special preferences in the code. 
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So I think there is absolutely room for growth-promoting cor- 
porate business tax reform, and that possibly could also raise rev- 
enue. 

Senator Wyden. My time is up. I just hope that — and you four 
are all specialists — that we can come together around policies that 
will increase the economic pie in the United States. 

If you increase the economic pie, you lift a lot of boats, and I like 
to think — Mr. Hodge makes the point about territorial taxation. I 
am very open to talking about that. I could not figure out a way 
to do it and avoid some of the gaming problems with transfer pric- 
ing, but to me, if you can get those business rates down substan- 
tially here in the United States, they can come together around in- 
creasing the economic pie. 

Thank you, Mr. Chairman. 

The Chairman. Thank you. 

Senator Carper? 

Senator Carper. Thanks, Mr. Chairman. 

Lady, gentlemen, welcome. We are glad you are here. Thanks for 
helping us out. 

I sort of look through these issues of changes in the tax code 
through a prism of — a little bit through four prisms. One is, is it 
fair, whatever we are considering; two, how does it affect budget 
deficits; three, how does it affect the economy in terms of providing 
a nurturing environment for job creation and job preservation; and, 
number four would probably be predictability, how does it affect 
predictability from year to year or how does it reduce uncertainty? 

I am almost tempted to throw in a fifth one, which would be sim- 
plicity. Having just worked on our own family’s taxes, that has a 
certain allure to me. 

A month or two ago, we had another panel before us, some really 
bright folks as well, and one of them was a guy named Michael 
Graetz. I do not know if you all know him at all. And right now 
he is a professor of law at Columbia. He was a witness. 

And he suggested that a properly designed value-added tax could 
be implemented in such a way to preserve the progressivity of the 
income tax system that we currently have in place, and he and oth- 
ers have proposed using the revenues raised from a VAT to reduce 
income taxes on earners below a certain level, as well as reducing 
taxes on corporations. 

To be honest with you, I have not, in the past, thought a whole 
lot about a VAT, and I thought his assessment was interesting, and 
we had a really good discussion on what he was suggesting. 

I would just ask you. Setting aside any positive economic effects 
from enacting a value-added tax, could each of you just give your 
thoughts on the desirability of a VAT in the context of ensuring 
that our tax system’s burdens and benefits be equally distributed? 

And what are your thoughts on a progressive consumption tax? 
And start at the end, take it away. 

Mr. Shaviro. I have personally written about how I think replac- 
ing the income tax with a progressive consumption tax is, in prin- 
cipal, a good idea. I do not think it is an idea that is going any- 
where, so I am not actually pursuing it these days in my work. 
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But it has the ability to combine redistribution with reducing a 
lot of these bad effects in economic growth that people are con- 
cerned about. 

I think a VAT really is a necessary part of the long-run fiscal so- 
lution for the U.S. And people say it is a European thing. In fact, 
it is a universal thing, an OECD country thing, basically, countries 
around the world. 

My feeling is, at least in my optimistic days, is that I feel that 
we will find a way 

Senator Carper. Do you have those days often? 

Mr. Shaviro. Not that often. [Laughter.] 

Senator Carper. Is this one of them? 

Mr. Shaviro. When I think we are going to solve the budgetary 
problems we have — another thing I have written about a lot — I 
think a VAT has to be part of the solution, but obviously it has to 
be part of a solution when there is kind of a negotiated treaty, as 
it were, about what the new state of affairs will look like. 

There is an old joke that the left hates the VAT because it is re- 
gressive, and the right hates the VAT because it is a money ma- 
chine, but as soon as they exchange viewpoints, they will make a 
deal. 

So I think there is really a deal to be made, and the VAT would 
likely be a part of it. 

Senator Carper. Thanks. 

Mr. Hodge? 

Mr. Hodge. I had a very senior British tax official tell me that, 
if you want a perfect tool for funding big government, a value- 
added tax is that tool. It is perfectly hidden from view, and you can 
dial up the rate at any time. 

Interestingly enough, the British just dialed up their value-added 
tax rate this year to raise more revenue. 

While I agree that consumption-based taxes are more economi- 
cally efficient than income-based tax systems, I would not want to 
add one to the current system unless we could eliminate the cor- 
porate, individual income tax rates or income tax systems, pour lye 
on them so they do not return, and then we can have a value-added 
tax. 

Senator Carper. Thank you. 

How do you pronounce your name? 

Ms. Aron-Dine. Aviva Aron-Dine. 

Senator Carper. Thank you. 

Ms. Aron-Dine. In response to your question about a VAT, a 
VAT, in itself, as you know, is very regressive. And so I think it 
really just depends, first, what it pays for and, second, whether you 
can find a way to shield the very poorest families from being too 
burdened by that. 

In response to your question about a progressive consumption 
tax, the difference between a progressive consumption tax and the 
system we have is that it would not tax income from wealth at all. 

I have a lot of concern about that, because wealth is extremely 
concentrated, even more so than income. One percent of American 
households has a third of all wealth. And so, if you get rid of taxes 
on that income, on income from wealth, somebody else is going to 
have to make up that revenue, and I just do not see how that could 
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possibly make sense in light of our deficit problems and in light of 
the increases in inequality. 

Senator Carper. Thanks. 

Mr. Reynolds? 

Mr. Reynolds. I am not an enthusiast for VAT for a lot of rea- 
sons. Look, we have a spending problem. Spending has gone from 
19 percent of GDP to 24 or 25. There is no good way to finance 
that. That is a burden. That is a threat to taxpayers any way you 
look at it. 

The VAT — all taxes fall on labor and capital, on individuals as 
suppliers of labor and capital. That is true of the VAT, too. 

The VAT, in incidence, is rather similar to a payroll tax over a 
lifetime. Yes, it exempts savings. And, if we totally exempt capital, 
we will probably put a higher tax on labor. So like you, I am not 
for that. 

High marginal tax rates are to be avoided. Devices that delib- 
erately lose revenue are to be avoided. The elephant in the room 
is the 10-percent tax rate, which loses something like $700 billion 
over the next 10 years — no marginal impact whatsoever — and does 
not help poor people because poor people do not pay taxes in this 
country. 

It just gives me $800, $900 more a year, thank you very much. 
Take it away from me. 

Senator Carper. Thank you. Thanks, Mr. Chairman. 

The Chairman. Thank you. Senator. 

Senator Menendez? 

Senator Menendez. Thank you, Mr. Chairman. 

Ms. Aron-Dine, let me ask you: we heard a lot recently — it seems 
like we have heard it here today, to some degree — about the share 
of Americans not owing any income taxes, and we have heard they 
have “no skin in the game;” that they are takers. 

And listening to the rhetoric used makes it sound like a signifi- 
cant portion of Americans are simply sitting around doing nothing, 
waiting for the tax man to bring riches. It seems to me that the 
reality is far different. 

I look at this, and I look at the single parent who works two jobs, 
probably more hours than anybody on this panel even or maybe sit- 
ting up here — although I know we spend a lot of hours here, as 
well — with no vacation, at the minimum wage. They barely make 
ends meet, despite spending almost every waking hour working. 

Now, are these families takers? Or consider the Army sergeant 
with 6 years of experience, the backbone of our military — they have 
a salary scale of about $31,500. If they have a family, chances are 
they are below the threshold for owing Federal income taxes. 

I think we can all appreciate how difficult it is to raise a family 
at $31,500, certainly in New Jersey. So, do you think this family 
does not have a stake in our society? 

Ms. Aron-Dine. I think I agree with you that this family has a 
tremendous stake in our society. They pay other taxes besides in- 
come taxes. But more importantly, as you said, they have a stake 
in society as working people, as parents, and the EITC and the 
child credit, which are what eliminate their income tax liability, 
are tremendously successful as work supports, and I think we 
value the fact that they do that. 
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I also wanted to just draw a connection between your question 
and the previous question about Michael Graetz’s plan. I know you 
heard from Michael Graetz recently and that he proposes phasing 
out income tax liability for something like 90 percent of people and 
replacing that with a VAT. 

Now, that has pluses and minuses, but, if you were to do that, 
it would not then make sense for someone to say 90 percent of peo- 
ple are not paying income taxes, because that would have been the 
whole point of the change. 

And so really we need to look at the whole system together, not 
focus on one isolated task, and I think we also need to think about, 
as you say, the other ways that these families contribute and the 
reasons why we provide them with some help through the tax code. 

Senator Menendez. I am sure the Army sergeant would like to 
be making a lot more, and would be happy to pay some taxes along 
the way. 

Ms. Aron-Dine. Right. 

Senator Menendez. Let me ask Mr. Shaviro this. The Tax Policy 
Center estimates that the Republican budget’s specific tax pro- 
posals, other than making the Bush era tax cuts permanent, would 
cost $2.9 trillion over the next 10 years, and that cost would be on 
top of the $3.8 trillion cost of making the Bush tax cuts permanent. 

Roberton Williams of the Tax Policy Center has noted that, even 
if the $2.9 trillion was offset, the net result would be “very likely 
to make the tax code much more regressive than it is today.” 

Measures to lower the top rates to 25 percent and repeal the 
health reform law’s payroll tax increase on people with incomes 
over $250,000 are tilted heavily toward the most affluent house- 
holds. It is difficult to imagine a politically plausible series of tax 
expenditure reforms that would not only raise enough money to off- 
set most of these new costs, but would also raise so much of that 
money from higher-income households that the overall result would 
not be regressive. 

Do you think the proposal in the Republican budget plan to de- 
vote every dollar of revenue raised by curbing tax expenditures — 
many of which are utilized by middle-class families — to finance tax 
cuts for high-income households could suggest that the plan’s fram- 
ers regard a dramatic downward distribution of the tax burden as 
a higher national priority than stronger deficit reduction? 

Mr. Shaviro. Well, I do not want to criticize their motives, cer- 
tainly, sitting where I do, but I do think that the tax rate reduc- 
tions they proposed were unwise, especially in view of the overall 
deficit posture. 

And I note, in some ways, I have an easier job than the members 
of Congress; namely, I can say things that are unpopular, and I do 
not get into trouble for it. 

I was pleased that the Ryan budget identified tax expenditures 
as a problem and said that they are really spending, but they cer- 
tainly did not name any of them that they wanted to get rid of. 

So that was kind of interesting, although, again, I could under- 
stand the motivation. 

Senator Menendez. Let me ask you this — let me name one. We 
have record profits — and I am happy for them to make profits, I be- 
lieve in profits — but we have record profits in the oil industry. Do 
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we continue to give, over 10 years, about $30 billion in tax breaks? 
Is it something that is a good public policy? 

Mr. Shaviro. I think those tax breaks are probably, for the in- 
dustry, unwise. I actually remember when I was a Joint Committee 
on Taxation staffer, someone wanted, in a JCT pamphlet, to call 
some of these tax breaks “The Drain America First Energy Pol- 
icy” — and they were not allowed to put those words in the pam- 
phlet — the idea being we would rather kind of have the oil still 
there than use it up now due to tax breaks. 

Senator Menendez. Thank you, Mr. Chairman. 

The Chairman. Thank you. Senator. 

Senator Thune? 

Senator Thune. Thank you, Mr. Chairman. And I appreciate this 
hearing and its focus, and I thank you all for making time to join 
us today. 

Mr. Reynolds and Mr. Hodge, I would like to direct a question 
to you. There is this perception out there that the top tax brackets 
do not pay their fair share of income taxes due to the Bush era tax 
cuts in 2001 and 2003. 

And yet, in fact, the share of Federal income taxes paid by top 
earners in this country has actually increased since these tax cuts 
went into effect. 

How do you explain that? 

Mr. Hodge. I think. Senator, first and foremost, we have used 
the tax system to try to relieve the tax burden on the lowest in- 
come people by expanding refundable tax credits to such an extent 
that we are now sending out more than $100 billion in refundable 
tax credits to people who owe no income taxes. 

And, as we have seen in the recent estimates by the Joint Com- 
mittee on Taxation, more than half of all Americans pay no income 
taxes. And so the only people left to pay income taxes are these 
high earners. 

And so, even though rates have come down, their share has gone 
up, in large measure, because we are knocking so many people off 
the tax rolls. 

Senator Thune. Your testimonies talk about how taxpayers often 
respond to higher taxes by investing more income in tax-exempt ac- 
tivities or by avoiding income that is more heavily taxed. 

If tax rates were to rise on upper-income taxpayers, do you sus- 
pect the Federal Government would collect as much as anticipated 
in revenue, or would it collect less? 

Mr. Reynolds. My table 3 kind of addresses that point. As Scott 
said, the revenues have gone up even though rates have gone 
down. Revenues have gone up because rates have gone down. 

Nobody has to realize a capital gain in a taxable account. You 
can keep it in an IRA or 401(k), or you can just not realize it and 
have an unrealized gain. Nobody has to hold dividend-paying 
stocks in a taxable account. 

Nobody has to pay tax on interest instruments because they can 
always buy tax-exempt bonds. 

So it is not really a matter of loopholes. It is just obvious behav- 
ioral responses to tax rates. And, when it comes to high incomes — 
on earned income, I am kind of a classic example. I have delib- 
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erately reduced my earned income by about 90 percent because my 
investment income puts me in the top tax bracket. 

Senator Thune. What would happen if rates were to go up on 
capital gains and dividends in terms of the effect on the amount 
of revenue raised? 

Mr. Reynolds. It depends on how much. They are already going 
to go up a little, 3.8 percentage points, because of the health bill. 

I think that will be a — it might be revenue-positive. I do not 
think the evidence is quite clear. If you get up around — if you were 
to go to, say, 23.8 percent, which has been proposed, on capital 
gains, I am pretty sure that would lose revenue over time. 

We do not have enough evidence on dividends, but the fact that 
dividends tripled in the top 1 percent after the rate was cut is pret- 
ty astonishing. 

Most of that money, at some rate, would just disappear, and then 
the top 1 percent would look poorer on paper because we do not 
count unrealized gains or we do not count the interest on tax- 
exempt bonds, and we do not count the dividends that are being 
collected in a Roth IRA. 

Senator Thune. The tipping point that you alluded to earlier 
where the Joint Tax Committee, with their report now, has come 
out and said that we have reached that point where 51 percent of 
Americans do not have income tax liability, which strikes me, at 
least in the time that I have been here, as maybe the first time 
that has happened. 

That is a trend. We continue to see more and more people who 
do not have tax liability, fewer and fewer people in this country 
who are actually paying at least some Federal income taxes. 

And in your testimony — it was you, Mr. Hodge, who referred to 
what some economists are calling the fiscal illusion, the idea that, 
when individuals perceive the cost of government to be less than 
what it really is because they are not bearing the burden of paying 
for it, they tend to demand more of it. 

Do you believe that the expansion in the size and scope of gov- 
ernment we have seen in recent years is directly related to the 
rapid rise in the percentage of Americans who owe no Federal in- 
come tax, or are these factors coincidental? 

Mr. Hodge. I do think that, when Americans feel or perceive 
that government is cheap, they are going to demand more of it. 
And right now, they have been convinced that, if we only tax the 
rich, we can provide you more benefits. 

And so with that kind of a bargain, we will all accept more gov- 
ernment if someone else is going to pay for it. If an enterprising 
politician says “We are going to tax Canadians in order to provide 
you health care,” everyone is going to be in favor of it. 

And so right now, when you have half of all Americans with real- 
ly no skin in the game, they are going to demand more govern- 
ment. And for those who say that they are paying other types of 
taxes, this is not exactly true. 

Because of the generosity of refundable credits, the Joint Com- 
mittee has found that 23 million people get more in refundable 
credits than their employee’s share of the payroll tax, and 15.5 mil- 
lion get more in refundable credits than both shares of the payroll 
tax. 
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So these refundable credits are wiping out, not just their income 
taxes, but also their payroll taxes, too. That is only the tax side of 
the ledger. If we include spending, these people are getting consid- 
erably more back from government than they pay in taxes. That, 
I think, is inequitable. 

Senator Thune. I see my time has expired. Thank you, Mr. 
Chairman. 

The Chairman. If you have more questions, go ahead. 

Senator Thune. Let me just follow-up. You discussed the fact 
that what we call tax expenditures can distort economic activity; 
for example, causing more demand for things like housing and 
health care, where there is preferential tax treatment. 

And I guess my question is, as you know, there is a major part 
of the administration’s health reform law that consists of tax cred- 
its that will go into effect in the year 2014. 

Do you expect that these credits are going to make the market 
for health-care related services more efficient or more distorted? 

Mr. Hodge. I think it is going to be more distorted. I think we 
all understand that health care right now suffers from the third- 
party payer problem, and that is when someone else, whether it is 
an insurer, an employer, or the government, is paying the bills, we 
are all going to demand even more of it because it is cheap to us, 
and that distorts the marketplace. 

And the marketplace — it is the competitive market where we are 
all consumers that gives us iPads for $499 and other cheap prod- 
ucts that actually become cheaper over time while the quality goes 
up. 

In health care, that does not happen, and it is all because of this 
third-party payer system. As we expand these credits, then we will, 
I think, see an erosion of costs, and the quality will go down. 

Senator Thune. Thank you, Mr. Chairman. 

The Chairman. Thank you. Senator. 

Ms. Aron-Dine — well, strike that one. 

A question I have, just generally, is, how do we increase Amer- 
ican competitiveness and create more jobs in America with the 
code — and there are lots of efforts and lots of ways, clearly. 

But unemployment is still too high. Global mobilization is fierce- 
ly upon us. A lot of companies are scrambling, in one respect, to 
maximize returns to their shareholders, but a lot of Americans — 
most Americans would like to have as many jobs as possible in the 
U.S., not overseas. 

I know that is awfully simplistic, but the real basic question is, 
what can we do with the tax code, in your judgment, to help create, 
on the margin, generally, more jobs in the United States? Not get- 
ting into whether it is manufacturing jobs or financial service jobs 
or whatnot, whether moving eventually to a VAT with an income 
tax layered on top of it. I think that is what most European coun- 
tries do. Would that help or not help? 

Some suggest that at least a VAT allows exports, a center for ex- 
ports under a VAT system, which we do not have in America. We 
had it before this Foreign Sales Corporation/Extraterritorial In- 
come (FISC/ETI) was declared illegal in the WTO. 

But just generally, irrespective of whether it could be passed this 
year or next year, in your general view, what does it take? What 



32 


do we do in the code? We have to have revenue, clearly, for govern- 
ment services, fair and moderate and balanced and all that. 

But what could we do with the code to help promote more jobs 
on the margin? 

Mr. Shaviro. Well, I think having a less distortionary income tax 
with less preferences in it. Also, having, I think, some shift from 
income to consumption, although it does raise distributional con- 
cerns. 

Also, I think the case can be made for a lower domestic business 
rate, really a corporate rate, that would tend, over time, to bring 
more capital to the U.S. and increase earnings and/or wages and/ 
or jobs. It would not, I think, have an immediate or dramatic re- 
sponse. 

One effect that you get from that is that multinational compa- 
nies, when deciding where to claim their revenue, where their in- 
come was earned, would be more likely to say the U.S. if the tax 
rate is lower. 

If we do lower the business rate, I think for it to be credible in 
the long run, you really have to pay for it. And in addition, there 
is a real issue of how that interacts with the top individual rate. 

We have not had the situation for decades where the corporate 
rate is much lower than the top individual rate, but I think we are 
headed to that world. 

When you get there, what you basically have is owner-employees 
who pay themselves too little salary. So you kind of have to fi^re 
out how to make the tax code and individuals work if there is a 
lower corporate rate. 

Having a corporation actually becomes a tax shelter, potentially, 
if you just want to avoid high individual rates when the two rates 
are different. There were mechanisms to deal with this in the law 
30 years ago. It is something we might have to revisit if we go 
there again. 

The Chairman. Maybe it is just the vogue today, but a lot of 
businessmen tell me, “Make my company’s rates lower, and I will 
pay more in personal rates.” 

Mr. Shaviro. Yes. 

The Chairman. I am diverting. Basically, just make it simpler, 
with incentives for U.S. as opposed to foreign companies, and that 
will help. 

Mr. Shaviro. Well, a lower U.S rate would tend to increase in- 
vestment in the U.S., and income that is reported by businesses 
which have enormous discretion — they will report more as U.S. in- 
come. 

The Chairman. Right. Mr. Hodge? 

Mr. Hodge. I think the quicker that we make our corporate tax 
system look like the rest of the world, the sooner we will be more 
competitive. 

The U.S. has a Niemen Marcus tax system for corporations in a 
world in which everyone else has Wal-Mart tax systems. Seventy- 
five countries have cut their corporate rate in the last 4 years 
alone, and many of those have moved to a territorial tax system. 

As I mentioned to Senator Wyden, Britain and Japan were the 
latest to do that, and those countries are becoming more competi- 
tive at our expense. And the sooner that we cut our corporate tax 



33 


rate dramatically and change to a territorial system that looks like 
the rest of the world, the sooner the U.S. economy will recover, and 
the more competitive we will be, and the more jobs will stay here. 

The Chairman. But if we cut the corporate rate significantly, we 
have to pay for it. Most people think it has to be revenue-neutral. 
So, if it is a significant cut, 25-26 percent, that is a lot of revenue. 
How do we make it up? 

Mr. Hodge. Senator, I would suggest that, instead of looking at 
this in a revenue-neutral way, we look at it in a budget-neutral 
way. I would cut corporate welfare spending, for instance, as a 
means of offsetting some of those revenue losses. I would eliminate 
some of the tax expenditures on the corporate code, although that 
only allows you to lower the rate to about 29 percent. 

The Chairman. That is right. There is not a lot there, I do not 
think. 

Mr. Hodge. Right, right. So that is why I think you need to look 
on the spending side of the ledger, but also I think we need to un- 
derstand that our high rate is essentially losing revenue as income 
gets shifted overseas, as profits do not stay in the United States. 
Lowering rates will actually increase revenue. 

The Chairman. This is a difficult forum to negotiate in, to talk 
in. There is not a lot of time. 

Ms. Aron-Dine? 

Ms. Aron-Dine. I just want to underscore what Mr. Shaviro said, 
that corporate reform really would have to be paid for. If not, I 
think you are well-aware that our deficits and debt over the long 
run are themselves economic concerns, and simply cutting the rate 
and adding to those deficits and debt is not likely to be growth- 
enhancing. 

I actually think if you cleaned up the code, as Mr. Shaviro sug- 
gested, and eliminated some of that preferential treatment for cer- 
tein kinds of corporate deductions, that could actually itself add to 
the benefits of anything else you did through corporate reform. 

The Chairman. Let me ask this question. Do you lower the cor- 
porate rate specifically, then have the larger pass-throughs be 
treated as corporations — the large pass-throughs, because there are 
some pass-throughs that are making a lot. It is individual, not cor- 
porate, and they are businesses. We are talking about business in- 
come here. 

Why not have the large pass-throughs’ business income pay a 
corporate rate and have a lower corporate rate? 

Ms. Aron-Dine. It is outside my area of expertise. It certainly 
sounds to me like an idea worth considering. 

The Chairman. Mr. Reynolds? 

Mr. Reynolds. Many countries with much lower corporate rates 
than we have collect a lot larger share of GDP from corporate 
taxes. 

The Chairman. That is right. We are very low on a percentage 
basis. 

Mr. Reynolds. I know. We do not collect much from it. That 
should tell you something, that there is transfer pricing going on, 
and there is debt. How do you get the effective rate below the stat- 
utory rate? You borrow up to your eyebrows. Do we want that? Is 
that a good thing? Not when times get bad, it is not a good thing. 
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The Chairman. Would you limit the deductibility of debt? 

Mr. Reynolds. I would just question the static revenue esti- 
mates. That is a major reform, and that is interesting. I would like 
to make an additional point. The countries, the BRIG countries, 
what did they do? 

Remember, a lot of businesses are still taxed as individuals. 
Brazil cut their top tax rate from 55 to 27.5 percent individual rate. 
India cut it from 60 to 30; South Korea from 89 to 36; Russia from 
60 to 13; Singapore from 55 to 20. 

You want to know how to compete with those countries? It is not 
by raising the highest tax rates. 

The Chairman. I am way over my time. 

Senator Hatch? 

Senator Hatch. Thank you, Mr. Chairman. 

I think all four of you have been very interesting for me today, 
and I think everybody else, for that matter. 

As to Senator Wyden’s exchange with Ms. Aron-Dine, we need to 
be careful about the use of the term “loophole.” 

The foreign tax credit system is designed to eliminate double tax- 
ation of U.S. -based companies’ foreign income. Likewise, deferral is 
a complicated and perhaps not a perfect system. In fact, I am sure 
it is not perfect, and going to a better system, it seems to me, 
would be a wise move for us. 

Now, it modifies the unique U.S. system worldwide — tax system 
worldwide — it modifies that system so that U.S. -based companies 
are not on a level playing field with foreign-owned companies. 

Now, these are not loopholes. They are broad-based policies that 
we are trying to take care of Perhaps not perfect policies, but nev- 
ertheless, not loopholes. So I just want to mention that. 

Ms. Aron-Dine, you recommend expanding the EITC. Now, how 
would that increase the percentage of those who do not pay taxes? 

Ms. Aron-Dine. In my testimony, I specifically recommended po- 
tentially expanding the EITC for people without children, and this 
is the one category of people — we are talking about people not pay- 
ing income taxes. These people actually begin to owe income taxes 
before their earnings reach the poverty line. 

That is because the maximum EITC for them is about $450, 
which is not enough to eliminate their income — to offset their in- 
come tax liability, even when they are still in poverty. 

So that is why I think this group potentially deserves your atten- 
tion if you are thinking about ways to improve the tax code. 

Senator Hatch. Let me ask Mr. Hodge and Mr. Reynolds this. 
I would like to focus on income mobility, and, while I am sure 
many would like to claim that the rich are getting richer, I would 
like you to comment on two findings by the Treasury Department’s 
Office of Tax Analysis. 

First that, of the richest 1 percent in 1996, 75 percent were in 
a lower income group by 2005. And second, during that same time- 
frame, the median income of the lowest income quintile increased 
by 90.5 percent, while the median income for the highest income 
quintile increased by only 10 percent. 

Could you comment on that, Mr. Hodge, Mr. Reynolds, and oth- 
ers as well, if you care to? 
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Mr. Hodge. I think the study very clearly showed that, for the 
lowest-income individuals in particular, that real wage growth was 
the driver for them to move from the lowest quintile into higher 
quintiles over that period of time. 

More interestingly, I think, also, is to look at the incidence at the 
top, where what we find is that it is really one-time events that 
often move people into the top deciles or even the top 1 percent or 
.1 percent, where it is the sale of a business, it is the sale of stocks, 
it is a 1-time event that launches them from maybe an upper mid- 
dle class income to an exceptionally high income tax, then they 
move down after that. 

So, once they have sold their business — they have made $1 mil- 
lion or $10 million — over time, they move back down toward where 
they were because that 1-time event is gone, and we find in a study 
that we did at the Tax Foundation that more than half of all so- 
called millionaires were only on that list once. 

In a similar study that the IRS does on the Fortunate 400, look- 
ing at the wealthiest 400, of that 400 people, only 15 percent were 
on that list more than once. So it is really these one-time events 
that tend to drive people into those upper income brackets. 

Senator Hatch. Mr. Reynolds? 

Mr. Reynolds. Often, when we compare rich and poor, we are 
looking at the same people at different stages of their life. It is a 
snapshot, and life is a motion picture. 

I have been in the bottom 10 percent and the top maybe even 
1 percent if I sold a lot of stock, and I enjoyed it all. It is a matter 
of getting old and putting some money away. 

But we do tend to forget that rather obvious point. There is plen- 
ty of mobility over a lifetime. I have a chapter on this topic in my 
book “Income and Wealth.” I am not here to sell books, but there 
is a lot of bad data on that topic, as a lot of other topics. 

Ms. Aron-Dine. If I could just make two points. One is that I 
certainly would not dispute that there is mobility, and particularly 
that some of this is related to age. But when some economists 
looked at data where they looked at people’s earnings over 10 
years, as they looked at a whole 10-year period and they looked at 
people of comparable ages, they found that there was still very sub- 
stantial inequality, and, for male earners, a rise over time just like 
you saw in a snapshot picture. 

So I do not think it makes these disparities that we have been 
talking about go away even if you look over a longer period. 

The other thing I think we should keep in mind is inter- 
generational mobility — the potential for people from low-income 
groups to see their kids do much better — and the level of intergen- 
erational mobility is not as high as I at least would like. 

A child born into the bottom quintile of the distribution has a 35- 
percent chance of getting to the middle income or better, but a 42- 
percent chance of staying stuck at the bottom. And I think there 
are things we could do to provide more opportunity that would be 
very worth doing. 

Senator Hatch. My time is up, Mr. Chairman. I think I am going 
to have to leave. 

The Chairman. Thank you all very much. This is a long, involved 
process. I think, clearly, the corporate and individual tax code has 
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to be reformed, and I am uncertain how long it is going to take. 
But these hearings help a lot, and I want to thank you very much 
for your very thoughtful analysis and taking the time to come and 
talk to us and answer our questions. 

The hearing record will be left open for several days. Today is 
Monday. At least until the end of the week. So, if Senators have 
questions, I will ask them to get them to you by the close of busi- 
ness today, and, if you could get the responses back by the end of 
the week, I would deeply appreciate it. 

Thank you very much. The hearing is adjourned. 

[Whereupon, at 11:56 a.m., the hearing was concluded.] 



APPENDIX 

Additional Material Submitted for the Record 


Prepared Testimony for Finance Committee Hearing 
Is the Distribution of Tax Burdens and Tax Benefits Equitable? 

May 3, 2011 
Aviva Aron>Dine 

Ph.D. Candidate, Department of Economics, MIT 

Chairman Baucus, Ranking Member Hatch, and members of the Finance Committee, thank you 
for the opportunity to appear before you today to discuss the distribution of tax burdens and the fairness 
of the tax system. My name is Aviva Aron-Dine. I am currently a Ph.D. candidate in the economics 
department at the Massachusetts Institute of Technology, focusing on public finance and labor economics. 
Previously, I was a policy analyst at the Center on Budget and Policy Priorities, where I worked on 
federal tax issues, with a particular emphasis on income and estate taxes and the taxation of low- and 
moderate-income households. 

The federal tax system contributes to creating a more equitable society in two important ways. 
First, federal taxes raise the revenue that is used to fund social insurance programs that protect the elderly 
and the disabled, safety net programs that alleviate hardship for the most vulnerable families, and public 
goods such as national defense and infrastructure. Second, the modestly progressive federal tax system 
levies somewhat higher rates on those with the greatest ability to pay, while imposing lower rates on 
those with lower incomes and supplementing earnings for the lowest-income working families with 
children. 

Over the next few years, Congress - and especially this committee - will face critical decisions 
about how much revenue to raise and whom to raise it from; both of these decisions will affect the 
fairness of the overall fiscal system. In my testimony, I will pro\ade some background on the economic 
and fiscal context for these decisions and then discuss two specific policy issues: income tax rates on top 
incomes and provisions of the tax system that support low- and moderate-income working families. 

Context for Tax Reform 

Over the past 30 to 40 years, the income distribution in the United States has pulled apart. 
Congressional Budget Office data show that, in 1979, tihe top 1 percent of households received 9 percent 
of total national income — or about the same share going to the bottom 25-30 percent of households. By 
2007, these households received 19 percent of national income - about the share going to the bottom 50 
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percent of households.' Put another way, the average income of households in the top 1 percent is now 
more than 100 times the average income of households in the bottom fifth of the income distribution and 
about 30 times the average income of households in the middle fifth. 

Rising income disparities would be less troubling if increased inequality had been accompanied 
by broadly shared prosperity. But in fact, at roughly the same time as income grovrth accelerated for the 
highest-income households, it slowed to a sputter for low- and even middle-income Americans. The 
average income of households in the top 1 percent of the distribution grew by a remarkable 241 percent 
between 1979 and 2007 (the latest year for which the CBO data are available), after adjusting for 
inflation. Meanwhile, average income for households in the bottom fifth of the income distribution grew 
by only 1 1 percent (less than half a percent per year), and average income for households in the middle 
fifth grew by only 19 percent (less than 1 percent per year). Median earnings for male workers - the 
earnings of the man in the exact middle of the earnings distribution - were about the same in 2009 as in 
the late 1960s.^ Median earnings for women rose through the 1980s and 1990s, as a rising share of 
women started working full-time and as more women obtained college degrees, but in the most recent 
decade, women’s earnings also stagnated (even before the recession). In sum, after several decades 
following World War 11 during which the incomes of low-, middle-, and high-income households all rose 
steadily together, living standards started rising far more quickly for those at the top of the distribution 
and far more slowly for all other groups. 

One might have hoped that the rise in inequality would have been offset by greater economic 
mobility: greater opportunity for low-income families to rise into the middle-class or to see their children 
do so. But in fact, increases in income inequality were not offset by any increase in economic mobility. 
Using Social Security earnings data, economists Wojciech Kopczuk, Emmanuel Saez, and Jae Song 
looked at individuals’ earnings over long periods of time and found that, among male workers, mobility 
has if anything declined over the last several decades."' Meanwhile, intergenerational economic mobility 
remains quite low. Researchers from the Economic Mobility Project (a joint project of researchers from 


' Congressional Budget Office, Special Collection: Average Tax Rates by Income Group, June 2010, 
http://www'.cbo.gov/Dubiications/collcctions/colleclions-cfm?collecl=I3 . 

^ Michael Greenstone and Adam Looney, “Have Earnings Actually Declined?” Hamilton Project, March 4, 20 11 , 
http://'ww\v.brookingS-edu/oDinions/201 1/0304 jobs greenstone loonev.a.spx . 

' Michael Greenstone and Adam Looney, “Women in the Woikforce: Is Wage Stagnation Catching Up With Them 
Too?” Hamilton Project, April 26, 201 1, 

httD:/7w\t'w.brookings.edu/opinions/2Ql 1/0401 jobs greenstone loonev.aspx . 

Wojciech Kopczuk, Emmanuel Saez, and Jae Song, “Earnings Inequality and Mobility in the United States: 
Evidence From Social Security Data Since 1937,” Quarterly Journal of Economics^ 2010, available at 
http://elsa.berkelev,edu/-saez/kot>czuk-saez-songOJE10mobilitv.Ddf . 
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the American Enterprise Institute, the Brookings Institution, the Heritage Foundation, the New America 
Foundation, and the Urban Institute) have found that, according to the most recent available data, a child 
bom into a family in the bottom fifth of the income distribution has only about a 35 percent chance of 
making it into the middle income group or above, less than the 42 percent chance that he remains trapped 
in the bottom fifth. There are even some worrisome indicators that children’s opportunities may be more 
constrained by their parents’ incomes than in the past. For example, a recent analysis examined the 
likelihood that different students with the same standardized test scores but different family incomes 
would go to college. The researchers found that family income played a larger role in determining 
whether a student with a given test score would go to college in the early 2000s than it did in the early 
1980s.’ 

Why inequality has risen so dramatically since the late 1970s is unclear. While policy (for 
instance, a decline in the real value of the minimum wage‘) probably played a role, other factors, 
particularly a still-not-very-well-understood increase in the economic returns to education, were likely 
more important. In addition, the explosive growth of the financial sector and compensation for financial 
industry executives appears to have played an important role in the sharp rise in incomes at the very top 
of the distribution,’ 

But while policy was probably not a primary cause of rising pre-tax inequality and slowing 
income growth for low- and middle-income Americans, policy - in particular, tax policy - did less than it 
might have to lean against these trends; in some respects, it even leaned into them. The federal tax 
system has become less progressive over time, with total federal effective tax rates falling the most for the 
high-income households that saw the strongest growth in their before-tax incomes. The CBO data show 
that while pre-tax incomes for the top 1 percent of households grew by 241 percent between 1979 and 
2007, after-tax incomes rose by an even larger percentage, 281 percent, because federal tax rates on high- 
income households fell over the same period in which their pre-tax incomes increased so dramatically. 

Put differently, if effective tax rates had remained the same over this period, average income within the 
top 1 percent would have risen by about $850,000 (in 2007 dollars). But in fact, average after-tax income 
rose by almost SI million (to about $1.3 million), with reductions in federal effective tax rates 


’ Philippe Belley and Lance Lochner, “The Changing Role of Family Income and Ability in Determining 
Educational Achievement,” Journal of Human Capital, 2007. 

’ David S. Lee, “Wage Inequality in the United States During the 1980s: Rising Dispersion or Falling Minimum 
Wage?” Quarterly Journal of Economics, 1999, available at hnp://www.Drinceton.edu/~davidlee/wp/ineaualitv.pdf . 

’ Steven N. Kaplan and Joshua Rauh, “Wall Street and Main Street: What Contributes to the Rise in the Highest 
Incomes?” Review of Financial Studies, 2010. 



40 


contributing the extra $150,000.* During this same period, CBO finds that average after-tax income for 
the bottom fifth of households rose by $2,400, and average after-tax income for the middle fifth of 
households rose by $1 1,200. 

Today, the federal tax system, considered as a whole (including individual and corporate income, 
payroll, and excise taxes), is only modestly progressive, meaning that it does a modest amount to make 
the distribution of income less unequal. For example, CBO estimates that the top 1 percent of households 
have 19 percent of income before taxes and 17 percent after federal taxes, while the bottom 20 percent 
have 4 percent of income before taxes and 5 percent after taxes. State and local tax systems - most of 
which are regressive - likely undo some of that already limited progressivity. 

I bring up all this background because I think it supplies two important pieces of context for lax 
policy and tax reform. First, the level and the share of national resources going to those with the highest 
incomes have increased dramatically in recent decades, and are far higher, for instance, than when 
Congress last considered major tax reform legislation. High-income households have also benefited 
substantially from the tax changes of recent decades. Second, the level of resources available to low- and 
middle-income households has increased only modestly, while their share of total national resources has 
fallen. AVhile income trends are very difficult to predict, some economists expect technological change 
and globalization to interact in ways that make it more likely than not that these trends will continue in 
coming decades.* 

There is, of course, another important piece of context for tax reform of which you are well 
aware. The federal budget is currently on an unsustainable course. At some point, deficits will have to be 
reduced to sustainable levels through some combination of spending cuts and tax increases. 

As illustrated by recent efforts (such as the House-passed budget resolution), closing our large 
projected deficits entirely through spending cuts would inevitably require deep cuts in social insurance 
and safety net programs, thereby worsening poverty and hardship, especially among the low- and 
moderate-income elderly and other low-income households. Trying to close deficits entirely on the 
spending side would also likely require deep cuts in areas such as Head Start, K-12 education, Pell Grants 
and other student aid, and children’s health and nutrition, programs that help create opportunities for 
children from low- and moderate-income families to succeed. Thus, a core requirement for “equitable” 

* While some of this reduction comes tfom a drop in corporate effective tax rates (and there is some controversy 
over how much of the corporate tax is borne by high-income households), the highest-income group saw a large 
reduction in its tax burden even if one focuses exclusively on individual income taxes - particularly in the most 
recent decade. 

* See for example David Autor, “U.S. Labor Market Challenges Over the Long Term,” October 5, 2010, available at 
http://econ-www.mit.edu/files/634 1 . 
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tax reform should be that it raises enough revenue to allow for a more balanced approach to deficit 
reduction. While there is widespread acceptance of the need for shared sacrifice and a widespread 
expectation that spending cuts will play an important role in deficit reduction, putting revenues on the 
table as well would make it possible to put the federal budget on a sustainable path without breaking basic 
commitments to the elderly, the disabled, low-income children, and other vulnerable Americans. 

Options for Revenue-Raising Tax Reform 

This committee has heard a great deal in recent weeks about opportunities to reform the tax code 
and raise revenue by eliminating or redesigning tax expenditures. I share the view articulated by many 
other witnesses that cleaning up the tax base should be a major component of tax reform and has the 
potential to contribute to deficit reduction while simultaneously improving the efficiency and fairness of 
the tax system. 

1 would like to focus my testimony, however, on the role that changes in high-income marginal 
tax rates can play in an equitable approach to tax reform and deficit reduction. No one is proposing to 
close the nation’s projected budget gaps entirely, or even largely, by raising top income tax rates. 
However, many people reasonably believe that, in light of the dramatic and growing disparities in the 
resources available to high- versus lower-income families, high-income Americans can better afford a 
modest increase in their tax burdens than low- and middle-income Americans or the elderly can afford 
severe program cuts. For example, if top marginal income tax rates were restored to the levels of the 
1990s, and the tax rates on capital gains and dividends were returned partway to their 1990s levels (as 
proposed in the President’s budget), the top 1 percent of households would still enjoy after-tax incomes 
averaging well over $1.2 million, more than $900,000 higher than in 1979 and more than $650,000 higher 
than in 1990. But this change would raise about $80 billion per year, according to CBO/Joint Committee 
on Taxation estimates. It seems reasonable and equitable that any deficit reduction package that asks for 
sacrifices ifom middle-income families also make some demands on the most fortunate. 

Some have suggested that raising income tax rates on high earners above their current levels just 
won’t work, or would be counterproductive. The argument is that higher rates either will not raise much 
revenue or will so damage the economy that low- and middle-income Americans would actually be worse 
off than if they had borne the brunt of deficit reduction measures directly. If true, this would be very 
unfortunate, since it would leave policymakers with no option except to concentrate most or all of the 
burden of deficit reduction on low- and middle-income families. Fortunately, however, increasing tax 
rates on top earners would raise significant revenue (in line with what the Joint Committee on Taxation 
projects) and would have at most modest effects on the economy. 
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One way to see this is simply to consider the experience of the 1990s. If raising tax rates were as 
harmful to the economy and revenue growth as has sometimes been claimed, then one would expect to 
see some sign of this in the historical data. Instead, die data show that real federal income tax revenues 
grew by 6 percent per year during the 1990s business cycle (during which tax rates were increased), as 
compared to 2 percent per year during the 1 980s and roughly 0 percent per year during the 2000s 
(decades in which top tax rates were cut).*° Meanwhile, GDP growth over the 1990s business cycle was 
about the same as during the 1980s and somewhat stronger than in the 2000s. The real incomes of the top 
1 percent also grew a bit faster (7 percent per year) during the 1990s as dxiring the 1980s (5 percent per 
year) or the 2000s (3 percent per year). This is the opposite of what one would expect to see if tax 
increases on high-income households led to large drops in their pre-tax incomes. 

The same basic conclusion about tax rates, revenues, and the economy emerges from economic 
research that estimates how much high-income taxpayers reduce their incomes in response to changes in 
income tax rates. The modem work in this area, which takes into accoimt underlying trends in the income 
distribution, finds fairly modest responses to tax rates.” Moreover, the responses economists have 
measured are generally in line with what the Joint Committee on Taxation assumes about the 
responsiveness of income to tax rates. That is, the Joint Tax Committee’s estimate that increasing top 
rates would raise substantial revenue is a best estimate after taking into account plausible estimates of the 
extent to which high-income taxpayers reduce their taxable incomes in response to tax increases.^^ 

Economists have estimated not just how much high income taxpayers reduce their incomes in 
response to tax changes but also in what ways they do so. Typically, when people worry about the effect 
of upper-income tax rates on GDP and on lower-income households, they worry that higher tax rates will 
lead high-income people to work less. However, a large body of evidence finds that labor supply (the 
amount people work) - including the labor supply of high earners -- is at most very modestly responsive 
to tax rates.” Instead, the main way that high-income taxpayers respond to taxes is by shifting their 

” While .some have suggested that strong revenue growth during the 1990s was due to the 1997 capital gains tax cut, 
individual income tax revenues also grew more rapidly between 1 990 and 1 997 than during the 1 980s or 2000s. 

' ' For a survey, see Emmanuel Saez, Joel Slemrod, and Seth Giertz, “The Elasticity of Taxable Income with Respect 
to Marginal Tax Rates: A Critical Review f Journal of Economic Literature, forthcoming, available at 
http://elsa.berke{ev.edu/--saez.-^saez-slemrod-giertzJEL10final-ndf . 

More technically, Joint Tax assumes an “elasticity of taxable income” (a term for the responsiveness of income to 
tax rates) of between 0.2 and 0.3. This is in the range of the consensus estimates from the economics literature, once 
one accounts for the fact that some of the income that disappears from the personal income tax base does not 
disappear from the tax base altogether. For example, some of it is sheltered in coiporations and therefore taxed by 
the corporate tax, while some is shifted into deferred compensation and taxed in later years. 

Saez, Slemrod, and Giertz summarize: “With some notable exceptions, the profession has settled on a value for 
this elasticity [the labor supply response to tax rates] close to zero for prime-age males.” For evidence on high 
earners specifically, see Jeffrey Liebman and Emmanuel Saez, “Earnings Responses to Increases in Payroll Taxes,” 
2006. In addition, Jon Gruber and Emmanuel Saez have found that that “broad income” - income before 
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income into forms that are taxed less heavily or not taxed at all. For example, they may decide to take 
more of their income in the form of deferred compensation (thus deferring taxes), shelter more income in 
corporations (if the top corporate rate is below the top individual rate), or claim more income tax 
deductions. 

These non-labor supply responses are inefficient, and they reduce, revenues, which is why they 
are taken into account in the Joint Committee on Taxation estimates. But the fact that most of the 
response of top incomes to tax rates comes from tax avoidance behaviors rather than reductions in labor 
supply is important, for two reasons. 

First, it means that if the tax code were reformed to provide fewer opportunities for income 
shifting and tax avoidance, high incomes would become less responsive to tax rates, and raising tax rates 
would have lower efficiency costs while raising more revenue. (One study found that this is exactly what 
happened after the passage of the 1986 Tax Reform Act.'"*) 

Second, income shifting and tax avoidance generally do not reduce GDP or economic growth, 
and it is unlikely that they impose economic costs on anyone but the high-income taxpayers themselves. 
As noted above, the most common argument against raising tax rates at the top is that such increases hurt 
other, non-high-income taxpayers. While there are at least some theories under which a reduction in the 
labor supply of high earners could hurt middle- and lower-income people, it is much more difficult to 
come up with any theory for why high-income taxpayers shifting more of their earnings into lower-taxed 
forms would reduce earnings for middle- or lower-income individuals. 

The bottom line is that raising taxes on high earners does raise significant revenue and imposes 
only modest efficiency costs. There is no plausible case to be made that middle- and low-income 
households would be better off bearing more of the costs of deficit reduction rather than sharing these 
costs with high-income households. 

The Importance of the Earned Income Tax Credit and Refundable Child Tax Credit 

Finally, I would like to discuss two provisions of the tax code that represent a success story in 
using the tax system to lean against the trend toward rising inequality and wage stagnation, reduce 
hardship among families with children, and promote and reward work. The Earned Income Tax Credit 

exemptions and deductions - is only modestly responsive to tax rates, even among high earners. The response of 
“broad income” should be closer to - but still larger than - the trae labor supply elasticity. See Jon Graber and 
Emmanuel Saez, “The Elasticity of Taxable Income: Evidence and Implications,” Journal of Public Economics, 
2002 . 

Wojciech Kopczuk, “Tax Bases, Tax Rates, and the Elasticity of Reported Income," Journal of Public Economics, 
2005. 
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(EITC) was created in 1975 and was subsequently expanded under presidents and Congresses of both 
parties. It increases the returns to work for low-wage workers with children by supplementing their 
earnings and offsetting their payroll tax burdens and the tax burdens imposed by typically regressive state 
and local tax systems. Since 2001, many low- and moderate-income families have also benefited from 
the Child Tax Credit, which provides a tax benefit of $1,000 per child to middle- and upper-middle- 
income households and which was made partially refimdable so that low-income working parents could 
benefit from it as well. Reforms to the Child Tax Credit enacted in 2008 and 2009 addressed the problem 
that millions of children in low-income working families (including, for example, the child of a full-time 
minimum wage worker) were not eligible for the full credit, while maintaining the rule that only parents 
with meaningful work income can benefit. (In addition, recent improvements to the EITC reduced 
marriage penalties and provided some additional assistance to families with three or more children.) 

As I believe you have heard from other witnesses in recent weeks, for many tax credits and 
deductions, we either have little evidence on whether they are achieving their goals, or we have evidence 
that they are ineffective or counterproductive. In contrast, study after study has found that the EITC 
raises the labor force participation rate of single mothers. Studies of the EITC expansions of the 1980s 
and 1990s, for example, find that these increases in the EfTC raised the labor force participation rate of 
single mothers by 7 percentage points or more, or, equivalently, that they induced more than half a 
million people to enter the labor force.'* In addition, a study by two economists at the Federal Reserve 
Bank of Chicago found that many families use their EITC payments to help with vehicle purchases or 
other transportation expenses that are necessary for them to maintain employment or get a better job.'* 
The creation of the refundable CTC, which is also available only to families with earnings, has 
complimented and strengthened the EITC’s pro-work effects. 

The EITC and refundable CTC are also well-targeted and effective at achieving the goals of 
reducing child poverty and alleviating hardship for low-income families with children. Together, the 
EITC and the refundable Child Tax Credit now lift 7.2 million people out of poverty, including 4 million 
children.'^ The recent reforms to the CTC and EITC are themselves responsible for lifting 1.5 million 


See for example Eissa and Liebman, “Labor Supply Response to the Earned Income Tax Credit,” Quarterly 
Journal of Economics, 1996; V. Joseph Hotz, Charles H. Mullin, and John Karl Scholz, “Examining the Effect of 
the Earned Income Tax Credit on the Labor Market Participation of Families on Welfare,” 2006; and Bruce D. 
Meyer and Dan T. Rosenbaum, “Welfare, the Earned Tncome Tax Credit, and the Labor Supply of Single Mothers,” 
Quarterly Journal of Economics, 2001 . 

Andrew Ooodman-Bacon and Leslie McGranahan, “How Do EITC Recipients Spend Their Refunds?” Federal 
Reserve Bank of Chicago, 2008. 

Arloc Sherman, “Despite Deep Recession and High Unemployment, Government Efforts - Including the 
Recovery Act - Prevented Poverty From Rising in 2009, New Census Data Show,” Center on Budget and Policy 
Priorities, January 5, 201 1, httD:/./www.cbPD.org/files/l-5-l Inov.pdf . 
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people out of poverty. Moreover, surveys find diat the E1TC plays a crucial role in helping working 
families make ends meet and avoid hardship, allowing them to pay bills and cover basic expenses like 
rent, utilities, and food.’* The EITC has also helped compensate for the declining real value of the 
minimum wage. 

Recently, some have expressed concerns about the fact that the EITC and CTC eliminate income 
tax liability for many low- and moderate-income families with children. In particular, many have cited a 
Tax Policy Center estimate that 47 percent of Americans owed no income tax in 2009; perhaps 35-40 
percent would owe no income taxes in a more typical, non-recession year (and without the now-expired 
Making Work Pay Credit and partial income tax exemption for unemployment insurance benefits).’^ 

The “47 percent” figure is often cited as if it were self-evidently problematic, but this is not the 
case. What matters is the overall fairness of the fiscal system, not a headcount of how many people pay 
one particular federal tax. In the U.S. today, we have a broad-based payroll tax, regressive federal excise 
taxes, and individual and corporate income taxes that are quite progressive. When all federal taxes are 
taken into account, CBO finds that even the lowest-income fifth of households pay 4 percent of their 
incomes in federal taxes, while the second-lowest income group pays 1 1 percent of its income in federal 
taxes. In addition, state and local tax systems are typically regressive and often impose significant 
additional tax burdens on low- and moderate-income families. There is nothing obviously wrong with 
having one component of the overall tax system that is paid only by better-off households. 

Some have suggested that the problem with people not owing income taxes is that they lack a 
“stake in the system,” perhaps meaning that they lack a stake in making sure government operates 
efficiently and effectively. In thinking through this argument, it may be helpful to think about what types 
of people end up owing no income taxes and whether we really think any of these groups lack a “stake in 
the system” or should pay substantially more in taxes. 

• Many of the people who owe no federal income taxes are either elderly, students, or individuals 
with incomes lower than the standard deduction and personal exemption (S9,500 for an 
individual). In other words, many of the people who owe no federal income taxes would owe no 
income taxes even without the EITC and CTC, and the only way to make them pay income taxes 
would be to either raise taxes on Social Security benefits or cut the standard deduction or personal 
exemption, the sum of which is already below the federal poverty line for an individual. 


Timothy M. Smeeding, Katherin Ross Phillips, and Michael O'Connor, “The EITC: Expectation, Knowledge, 
Use, and Economic and Social Mobility," National Tax Journal, 2000. 

Roberton Williams, “Why Nearly Half of Americans Pay No Income Tax,” Tax Notes, June 7, 2010, 
http://www.tax0olicvcenter.org/UploadcdPDF/4121O6 federal income tax.p df. 
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• Another large group of people owing no income tax are low-income working families with 
children who benefit from the EITC and reftmdable Child Tax Credit, As noted above, for many 
families (including, for example, a parent of two working full-time at the minimum wage), the 
Eire and CTC make the difference between poverty and being able to provide necessities for 
their children, and they also boost the incentive to work for people with limited earning potential. 

• The third major group of households not owing income taxes are moderate-income working 
families (families with incomes between 100 percent and a little over 200 percent of the poverty 
line) who are in the EITC “phaseout” range but for whom the EITC still defrays income taxes and 
provides some assistance. These households, many of which receive fairly small refundable 
credits, are somewhat better off but hardly comfortable, and many of these moderate-income 
households pay substantial state and local taxes, as well as payroll taxes. Moreover, if we wanted 
to raise the share of moderate-income families paying income taxes and target the EITC more 
narrowly to the very lowest-income families with children, we would have to phase out the EITC 
at higher rates. This would be equivalent to raising marginal tax rates substantially for workers 
just a little above the poverty line. 

It is also worth noting that many people in all of these groups pay income taxes at other points in 
their lives, just not in a particular year. For example, the large increase in the share of households not 
paying income taxes in 2009 and 2010 was due in part to the recession and the fact that the income tax is 
designed to automatically cushion the blow in bad years. Similarly, even in more normal economic times, 
EITC recipients often receive the credit during a few hard years or when their children are young and then 
end up paying substantial positive income taxes at other points in their lives. For these workers, the 
income tax operates just like any other social insurance program (such as unemployment insurance), 
collecting premiums in good years and providing assistance in bad. 

In light of the EITC and refundable CTC’s successes, I would urge that tax reform not only 
preserve these credits - including the important reforms enacted in 2008 and 2009 - but strengthen them. 

In particular, amidst all the discussion of low-income workers who do not owe income taxes, it is easy to 
lose sight of a group of workers that, now that the Making Work Pay Credit has expired, will again begin 
owing positive income tax before their earnings even reach the poverty line. The maximum EITC for 
workers without dependent children is only S464; the childless workers’ credit is not generous enough to 
eliminate income tax liability for workers at the poverty line, nor is it large enough to provide much of a 
work support or work incentive. Improving the childless workers’ EITC could build on the success of the 
EITC for families with children by enhancing work incentives for low-wage workers without children, 
especially for less-educated men (a group whose labor force participation rates have declined in recent 
decades). It would also help reduce hardship among this very low-income group. 
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Senate Finance Committee Hearing 
“Is the Distribution of Tax Burdens and Tax Benefits Equitable?” 
May 3, 2011 

Responses to Questions for Ms. Aviva Aron-Dine 


Questions from Senator Orrin Hatch 

1 , Ms. Aron-Dine, on page 4 of your written testimony, you write, “the level and the share 
of national resources going to those with the highest incomes have increased dramatically 
in recent decades.” Please specify exactly which national resources have gone to high 
income individuals. Are you referring to personal income or private property? Do you 
think the assets and resources of individuals belong to those individuals or to the 
government? 

In my written testimony, I referenced data on the distribution of income from the Congressional 
Budget Office.' The CBO dataset provides information on the distribution of both pre- and post- 
tax income, where pre-tax income includes wages and salaries, investment income, business 
income, pension income, and income from cash (e.g. Social Security) and some non-cash (e.g. 
Medicare and Medicaid) transfer programs. The CBO data show that the share of total pre-tax 
income going to the top 1 percent of households rose from 9.3 percent in 1979 to 19.4 percent in 
2007 (the latest year for which these data are available). The share of after-tax income going to 
the top 1 percent of households rose from 7.5 percent in 1979 to 17.1 percent in 2007. 

With respect to the question about property rights, my view is that the federal government should 
impose taxes in order to pay for programs and services including public goods, social insurance, 
and the safety net and that tax burdens should be allocated based on ability to pay. 


Questions from Senator John Kerry 

1 . During the hearing, a statistic from the Joint Committee was repeatedly referenced. For 
2009, the Joint Committee on Taxation estimated 51 percent of all households, which 
includes filers and non-filers, had either zero, or negative income tax liability for tax year 
2009. The Committee also found that 30 percent of tax units received a refundable tax 
credit. Can you explain how the 51 percent that do not pay income taxes contribute their 
fair share in taxes? In addition, can you explain the type of refundable tax credits 
received by 30 percent of tax units? 

In thinking about whether individuals are paying their “fair share” in taxes, what matters is the 
overall fairness of the fiscal system, rather than how many people pay one particular federal tax. 
In the United States, we have a broad-based payroll tax, regressive federal excise taxes, and 
individual and corporate income taxes that are quite progressive. When all federal taxes are 


' Congressional Budget Office, Special Collection: Average Tax Rates by Income Group, June 2010, 
httii://www.cbo.eov/Dublications/collections/colleclions.cfhi?collect=l3 . 
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taken into account, CBO finds that even the lowest-income fifth of households pay 4 percent of 
their income in federal taxes, while the second-lowest income group pays 1 1 percent of its 
income in federal taxes. ^ In addition, state and local tax systems are typically regressive and 
often impose significant additional tax burdens on low- and moderate-income families. 

Fairness should also be assessed relative to ability to pay, and so it’s worth noting that the 
households not owing federal income taxes are mostly elderly households dependent on Social 
Security income, single individuals with incomes below the poverty line, and families with 
children with incomes below twice the poverty line. 

As you note, the Joint Committee on Taxation estimates that in 2009, 30 percent of households 
received refundable tax credits. Many of these households likely received the Earned Income 
Tax Credit, a refundable tax credit that increases the returns to work for low-wage workers by 
supplementing earnings and offsetting payroll tax burdens. In addition, some of the households 
receiving refundable credits would have benefited from the refundable portion of the Child Tax 
Credit. The Child Tax Credit provides a tax benefit of $1,000 per child to middle- and upper- 
middle-income households and, because it is partially refundable, low-income households can 
benefit from it as well (though they often do not receive the full $1,000 per child credit). Finally, 
in 2009 and 2010 only, working households could also benefit from the refundable Making 
Work Pay Credit, a $400 per worker credit enacted as a stimulus measure. However, this credit 
has now expired and will not be available for 2011. 

2. Did the economic downturn impact tax liability for 2009? 

The economic downturn sharply reduced incomes, thereby reducing income tax liability and 
increasing the share of households not owing federal income taxes, 

3. What role do you think temporary tax credits such as the Make Work Pay Tax Credit 
enacted to help working families during the economic downturn had an impact on tax 
liability for 2009? 

The Making Work Pay Credit and the partial income tax exemption for unemployment benefits, 
both of which were enacted as part of the American Recovery and Reinvestment Act of 2009 
(ARRA), were intended to help struggling families by reducing their income tax liability. As a 
result, they naturally reduced the share of families owing income taxes. Both of these tax 
provisions have now expired. 

Without these provisions, and once the labor market truly recovers from the recession, one would 
expect that 35-40 percent of households (rather than 51 percent) will owe no federal income tax. 

4. Do you think refundable credits such as the Make Work Pay Tax Credit, the Earned 
Income Tax Credit, and the Child Tax Credit help stimulate the economy during an 
economic downturn? If so, do you think tax cuts to the top 1 percent have the same 
impact on the economy during a downturn? 


^ Congressional Budget Office, Special Collection: Average Tax Rates by Income Group, June 2010, 
httD://www.cbo.eov/nublications/coliections/coliections.cfm?collect=l3 . 
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Refundable credits almost certainly provide significant economic stimulus during a downturn, 
since they go to low- and moderate-income families that are struggling to make ends meet and 
that are therefore very likely to spend any additional income they receive. More generally, the 
fact that the share of households with no income tax liability rises during recessions is a form of 
“automatic” stimulus. Because the income tax is progressive, tax liability automatically falls 
when incomes fall (as they do during recessions), which leaves families with more cash to spend 
and thus stimulates the economy. 

In contrast, tax cuts for high-income households provide very little stimulus, since these 
households are likely to save rather than spend much of the additional income. When economist 
Mark Zandi simulated the effects of various tax measures on GDP, he found that extending the 
income tax cuts enacted in 2001 and 2003 would increase GDP by only about $0.35 per dollars 
spent. Extending the refundable credit measures from ARRA, on the other hand, would increase 
GDP by about $1.20 per dollar spent.^ 

5. I have always believed a tax system should be progressive and at the same time fair. 
Revenue should be collected to help fund the government and we should also take into 
account the ability to pay. 1 am concerned about rising high-end income concentration. 
As income increased for the top one percent, did their tax liability decrease because of the 
2001 and 2003 tax cuts? Do you believe those in the top 1 percent benefit less from tax 
expenditures than those in the middle? 

Now that they are fully in effect, the Urban-Brookings Tax Policy Center estimates that the 2001 
and 2003 tax cuts reduce federal tax liability by an average of $72,000 per year for households in 
the top 1 percent of the income distribution, raising after-tax incomes by 7 percent for this 
group.'’ These tax cuts are much larger (in dollar terms and as a share of income) for high- 
income households than for middle- or low-income households. 

But the trend toward lower tax rates on high-income households actually began well before the 
2001 and 2003 tax cuts. As I explained in my written testimony, the federal tax system has 
become less progressive over the last several decades, with total federal effective tax rates falling 
the most for the high-income households that saw the strongest growth in their before-tax 
incomes. CBO data show that, while pre-tax incomes for the top 1 percent of households grew 
by 241 percent between 1979 and 2007, after-tax incomes rose by an even larger percentage, 281 
percent, because tax rates on high-income households fell over the same period in which their 
pre-tax incomes increased so dramatically. * Put differently, if federal effective tax rates had 
remained the same over this period, average income within the top 1 percent would have risen by 
about $850,000 (in 2007 dollars). But in fact, average after-tax income rose by almost SI 
million (to about $1.3 million), with reductions in federal effective tax rates contributing the 


’ Mark Zandi, “Too Soon to Pull Back Fiscal Policy Support,” Moody’s Analytics, December 6, 2010, available at 
httD://www.cbtiD.org/files/20 1 0- l2-6econ.Ddf 

“ Urban-Brookings Tax Policy Center Table TlO-0232, available at httD://www.taxDolicvcenter.org/numbers/ 
Content/PDF/T10-0232.p df. 

^ Congressional Budget Office, Special Collection: Average Tax Rates by Income Group, June 2010, 
htto://www.cbo.gov/Dublications/collections/collections.cfin?collect=13 . 
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extra $150,000. (Roughly half of the reduction in average effective tax rates took place before 
the 2001 tax cuts.) Moreover, economists Thomas Piketty and Emmanuel Saez have 
documented that the drop in federal tax rates since the 1970s was even larger for households with 
even higher incomes, for example, those in the top tenth of 1 percent.^ 

The distribution of tax expenditures varies depending on the particular tax expenditure in 
question: tax deductions largely benefit upper-income households, while refundable tax credits 
benefit low- and moderate-income households. But it is certainly the case that high-income 
taxpayers benefit more than middle- or low-income taxpayers from all federal tax expenditures 
considered together, mostly because the total cost of tax deductions far exceeds the total cost of 
refundable tax credits. The Urban-Brookings Tax Policy Center recently published estimates of 
the distribution of all federal individual income tax expenditures. These estimates show that 
these tax benefits increase after-tax incomes by an average of $273,000, or 19 percent, for the 
top 1 percent of households, as compared to $3,800, or 8 percent of income, for households in 
the middle fifth of the income distribution, and $ 1 , 1 00, or 9 percent of income, for households in 
the bottom fifth.’ 


Questions from Senator Robert Menendez 

1 . I noted several examples of families who may not have an income tax liability during the 
hearing. These include a single parent works two jobs with no vacation, at the minimum 
wage. They barely make ends meet despite spending almost every waking hour working. 
Or an Army Sergeant with 6 years of experience who has a salary scale of about $31,500. 
If they have a family, chances are they’re below the threshold for owing federal income 
taxes. 

What does it mean to make more moderate income families get some “skin in the game?” 

Do you believe, in these tough economic times, it would be good policy to redistribute 
the tax burden downward? That is, do you think it’s wise tax policy would be to make 
middle class families shoulder more of the tax burden in order to lighten the tax burden 
for the wealthiest and most successful? 

Just because a family doesn’t earn enough to have an income tax obligation, do you think 
this automatically means they care less about how our govermnent operates? Are these 
families who don’t pay any income tax “takers” and should we make sure that they have 
to write a check to the federal government no matter their circumstances? 


‘ See Aviva Aron-Dine, "New Study Finds ‘Dramatic’ Reduction in the Progressivity of the Federal Tax System, 
Center on Budget and Policy Priorities, March 29, 2007, http://www.cbDD.orE/files/3-29-07tax.t3df and Thomas 
Piketty and Emmnauel Saez, “How Progressive Is the U.S. Federal Tax System? A Historical and International 
Perspective,” Journal of Economic Perspectives, Winter 2007. 

’ Urban-Brookings Tax Policy Center Table T1 1-0087, available at http://www.taxpolicvcenter.orE/numbers/ 
Contentd’DF/Tl l-0087.pdf . 
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As a policy matter, meaningfully increasing the share of families owing federal income taxes 
would require taking one of the following steps. Policymakers could eliminate or pare back the 
partial income tax exemption for Social Security benefits, so that more elderly households 
relying on Social Security income would owe taxes. Alternatively, they could reduce the 
personal exemption or standard deduction, so that more single individuals living in poverty 
would owe income taxes (single individuals without children with incomes at the poverty line 
already do). Or they could reduce the Earned Income Tax Credit or refundable Child Tax 
Credit, thus raising taxes for working families with children with incomes below twice the 
poverty line. Even with the help of these credits, millions of children in this country grow up in 
poverty, but without the tax credits, millions more would do so. 

In my view, it would be far better to stop fixating on the headcount of households paying this 
one particular federal tax and to instead consider the overall fairness of the tax system and what 
we want it to accomplish. When all federal taxes are taken into account, CBO finds that even 
the lowest-income fifth of households pay 4 percent of their incomes in federal taxes, while the 
second-lowest income group pays 1 1 percent of its income in federal taxes. * In addition, state 
and local tax systems are typically regressive and often impose significant additional tax burdens 
on low- and moderate-income families. 

It is also worth noting that most of the households that end up not owing income tax in some 
particular year do pay income tax at other points in their lives. For example, the large increase 
in the share of households not owing income taxes in 2009 and 2010 was due in part to the 
recession and the fact that the income tax is designed to automatically cushion the blow in bad 
years. Similarly, even in more normal economic times, EITC recipients often receive the credit 
during a few hard years or when their children are young and end up paying substantial positive 
income taxes at other points in their lives. For these workers, the income tax operates just like 
any other social insurance program (such as unemployment insurance), collecting premiums in 
good years and providing assistance in bad. 

Finally, it is obviously not the case that. Just because a family pays no income tax, or even no net 
federal taxes, in a particular year, it somehow lacks a “stake in the system.” The people who 
receive the most help from the income tax system are working parents raising children. They 
clearly have a tremendous stake in the future of our society and in having government operate as 
efficiently and effectively as possible. 

2. Roberton Williams of TPC has noted that even if the $2.9 trillion of new tax cuts for the 
wealthy included in the Ryan budget was offset, the net result would be: “very likely to 
make the tax code much more regressive than it is today. Measures to lower the top rates 
to 25 percent and repeal the health reform law’s payroll tax increase on people with 
incomes over $250,000 are tilted heavily toward the most affluent households. It is 
difBcult to imagine a politically plausible series of tax expenditure reforms that would 
not only raise enough money to offset most of these new costs but also would raise so 
much of that money from high-income households that the overall result wouldn’t be 
regressive.” 


* Congressional Budget Office, Special Collection: Average Tax Rates by Income Group, June 2010, 
httD://www.cbQ.gov/nuhlications/collections/collections.cfrn?collecl=13 . 
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Do you think the Ryan budget would result in a downward redistribution of the tax 
burden? 

Yes: I agree with Williams’ reasoning that, because Representative Ryan’s proposal would 
make such large cuts in top income tax rates and would also retain the lower tax rates on capital 
gains and dividends, it would be virtually impossible to offset the costs of the proposed tax cuts 
in any way that did not redistribute the tax burden downwards. Of course. Representative 
Ryan’s tax proposals should also be considered in the context of his spending proposals, which 
include large cuts to Medicaid, Food Stamps (SNAP), and other means-tested programs and 
which over time would also impose large additional costs on elderly households. Thus, 
regardless of whether and how Representative Ryan’s budget cuts tax expenditures, the result of 
his proposal would be large tax cuts for high-income households financed by budget cuts that 
primarily affect low- and middle-income households. 


Questions from Senator Ron Wyden 

1 . In an effort to broaden the tax base and lower tax rates, the bipartisan tax-reform bill I’ve 
introduced with Sen. Coats of Indiana — The Bipartisan Tax Fairness and Simplification 
Act of 201 1 (S. 727) — would change the federal subsidy for state and local tax-exempt 
bonds from a exemption to a tax credit. 

Tax-credit bonds can be more cost effective for the federal government according to both 
the Congressional Budget Office and the Congressional Research Service, because it 
costs the federal government less to direct development funds to state and local 
governments through tax credits than through tax exemptions. 

In addition, this change would make the tax code more equitable, because the value of tax 
credits is the same for all taxpayers, whereas the value of tax exemptions rises with a 
taxpayer’s income. 

It’s true is it not that the value of tax credits are the same for all taxpayers (whatever their 
income) whereas the value of tax exemptions rise in line with a taxpayer’s income and 
don’t you agree that changing tax-exempt bonds as they now exist into tax-credit bonds 
would make the tax code more equitable? 

It is certainly the case that tax deductions offer the largest tax benefits to high-income 
households (because the benefits depend on the tax filer’s marginal tax bracket), while a tax 
credit offers the same tax benefit to all filers (provided the credit is refundable, so that low- 
income households can receive it). Thus, when the federal government’s goal is to encourage all 
individuals to engage in some desirable behavior (for example, going to college or saving for 
retirement), a refundable credit is generally a more efficient and more equitable means of 
furthering that goal than a deduction. 

The tax exemption for state and local bond interest is a bit different, however. Here, the ultimate 
goal is not really to change individuals’ investment portfolios but rather to subsidize state and 



53 


local government investment. Consistent with that objective, economists generally believe that 
the “incidence” (the economic benefits) of the tax exemption go mostly to states, and not to the 
individuals that hold the bonds. The reason is that, because the interest on these bonds is tax- 
exempt, individuals are willing to hold the bonds even if they pay a below-market interest rate. 
In fact, economic theory would predict that the interest rate on the tax-exempt bonds should fall 
to the point where individuals are indifferent between holding a taxable and a tax-exempt bond. 
Thus, the individual holding the bond should end up getting roughly the same after-tax return as 
he would from holding a taxable bond, while the state government issuing the bond should 
benefit from paying lower interest rates. Because the ultimate benefits go mostly to state 
governments, rather than to individuals, the equity concerns that arise in the case of most tax 
deductions don’t really apply here. 

Nonetheless, there may be other reasons to reform the tax exemption for state and local bond 
interest. For example, in the American Recovery and Reinvestment Act of 2009 (ARRA), the 
subsidy for “Build America Bonds” was provided in the form of a direct, flat rate payment to 
states (somewhat similar to a flat rate credit), instead of as a tax deduction for bond interest. 
While this is outside my area of expertise, I know that many experts believe that this is a more 
efficient way for the federal government to subsidize state and local government investment 
projects than the current tax exemption for state and local bond interest. 
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Hearing Statement of Senator Max Baucus (D-Mont.) 

Regarding Fairness and the Tax Code 

prepared for delivery 

Anne-Robert-Jacques Turgot, the noted 18th century French economist, said: 

"...the more a man enjoys the advantages of society, the more he ought to hold himself 
honored in contributing to those expenses." 

Turgot laid out a key measure for evaluating a tax system - determining whether the country's 
citizens are paying their fair share. 

Americans want to see a fairer and more equitable tax system. In a recent, independent poll, 
most taxpayers said they believe the taxes they currently pay are fair. But an article by the 
Associated Press detailing this new study also revealed a perception among average Americans 
that the wealthy don't pay their fair share. 

The perception is that tax loopholes and benefits exist that average Americans don't know 
about and can’t access. The wealthy folks can hire attorneys and accountants to find every 
credit and deduction, while average Americans can't afford that time and that expertise. 

One factor behind this perception may be the way changes to the code have affected people 
differently. Since 1986, Congress has made over 15,000 changes to the tax code. In most 
cases, these changes haven't benefited all taxpayers. 

According to IRS data, the 400 taxpayers with the highest adjusted gross incomes had an 
effective tax rate of just below 17 percent for the 2007 tax year. The average income for those 
taxpayers was $345 million per household. But the effective tax rate of folks earning between 
$1 million and $1.5 million was much higher at 24 percent. 

How is that possible? 

The U.S. has a fairly progressive income tax system. The tax brackets rise with income. 

But we also must consider the tax incentives that affect a person's tax liability and bring down 
tax rates. 
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Two prime examples of this inequality are deductions and exclusions. Many of these incentives 
only benefit people who earn higher incomes, and the size of the benefit they receive is also 
often dependent on income. 

Look, for example, at the charitable deduction. Only families who itemize their tax returns are 
able to take advantage of this deduction, and only one-third of taxpayers itemize their returns. 
That leaves two-thirds of all Americans unable to receive a tax benefit for charitable 
deductions. 

Among those who do receive the deduction there is also a disparity. A taxpayer with a 35 
percent tax rate saves 35 cents in taxes for every dollar given to charity, while a taxpayer with a 
10 percent tax rate only saves 10 cents for every dollar they give. 

Take, for example, two taxpayers making $1,000 donations for the Alabama tornado relief 
efforts. This donation would cost a taxpayer with $35,000 in income $1,000 after taxes because 
they almost certainly would not itemize. But this same donation would cost a taxpayer with 
$435,000 in income much less; $650 after the benefit. 

We should also consider that the Tax Policy Center estimates that 47 percent of Americans 
didn't pay income taxes in 2009. But that doesn't mean they didn't pay any taxes at all. Many 
of these same folks paid payroll and excise taxes. A large share of them are seniors and the 
remainder are families living in poverty. 

The general perception of inequity in the tax code may also stem from the fact that economic 
prosperity is not shared as widely as it once was. 

Over the last 30 years, households with Incomes in the highest one percent have seen their 
before-tax income grow by 240 percent. But over the same period, 90 percent of Americans 
have seen essentially no increase at all, and this disparity is also apparent in after-tax income. 

These past 30 years have been very different from the 30 years before that, when economic 
growth was widely shared. 

As we focus on tax reform, we must ask whether our tax code has contributed to this disparity 
in income growth. We should consider whether our tax system should take these disparities 
into account in some way, and we must question whether our tax code can better promote 
economic mobility and opportunity. 

So let us remember that taxpayers are more likely to willingly pay taxes that they perceive as 
fair. And let us make our tax system work for all Americans, not just those that can afford to 
pay high priced attorneys and accountants. 
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Senator Chnck Grassley 

Statement for Senate Finance Committee Hearing 
“Is the Distribution of Tax Burdens and Benefits Equitable?” 
May 3, 2011 


The topic of today’s hearing - whether the distribution of tax benefits and burdens is equitable - 
is an important one. However, I would argue that there is a more important question we should 
be debating before we answer this question. That is: what is the purpose of the federal income 
tax? We can’t talk about whether taxpayers are paying their fair share if we don’t know why we 
want them paying taxes in the first place. 

We are in a situation where people are talking about increasing taxes on higher income people 
because, supposedly, they can aJfford it - and probably they can afford it. But I get sick and tired 
of the demagoguery that goes on in Washington of taxing higher income people. According to 
the Joint Committee on Taxation’s latest analysis, 49% of households are paying 100% of the 
income taxes coming in to the Federal Government, while 5 1 percent of the people in this 
country don't pay any income tax whatsoever. How high do taxes have to go, generally, to satisfy 
the appetite of the people in this Congress to spend money? And particularly, how high do 
marginal tax rates have to go to satisfy those clamoring for higher taxes that the wealthiest in this 
country are paying enough money? 

Mr. Chairman, I ask unanimous consent to have printed in the record an article from Investor 's 
Business Daily. 

According to this article, even if the government confiscated all of the income of people earning 
$250,000 a year, the money would fund the Federal Government today for a mere 140 days. 

Funding the government should be one of - if not THE - primary goal of the income tax laws. 
Note here that 1 am specifically focusing on income taxes. This is because payroll taxes are not 
used to fund the government per se. Social security and Medicare taxes are, in fact, insurance 
premiums. Individuals who pay them expect a benefit when they are at the appropriate age. 

It is clear that some believe that the tax code should be used to reduce the growing income 
disparity between the lowest and highest income quintiles. This assumes a key objective of the 
federal government, through the federal income tax laws, should be to ensure that income is 
distributed equally throughout the country. In other words, these folks believe that the federal 
government is the best judge of how income should be spent. Personally, I find it hard to believe 
that is what our founding fathers intended. 

In addition to considering the purpose of tax revenue, we ought to have some principles of 
taxation that we abide by. 1 abide by the principle that 1 8 percent of the GDP of this country is 
good enough for the government to spend. That leaves 82 percent in the pockets of the taxpayers 
for them to decide how to spend, because if 535 of us decide how to divide up the resources of 
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this country, we would not have the economic growth we have. We would be Europeanizing our 
economy, and we know that is bad. 

In evaluating whether people are paying their fair share, experts frequently look at whether a 
proposal retains or improves the progressivity of our tax system. Critics of lower tax rates 
continue to attempt to use distribution tables to show that tax relief proposals disproportionately 
benefit upper income taxpayers. We keep hearing that the rich are getting richer while the poor 
are getting poorer. This is not an intellectually honest statement as it implies that those who 
were poor stay poor and those who are rich stay rich. 

Mr. Chairman, I ask unanimous consent to insert in the record a 2007 report from the 
Department of Treasury titled “Income Mobility in the U.S. from 1996 to 2005”. 

The key findings of this study include, and I quote: 

• There was considerable income mobility of individuals in the U.S, economy during the 

1 996 through 2005 period as over half of taxpayers moved to a different income quintile 
over this period. 

• Roughly half of taxpayers who began in the bottom income quintile in 1 996 moved up to 
a higher income group by 2005. 

• Among those with the very highest incomes in 1996 - the top 1/100 of 1 pereent - only 
25 percent remained in this group in 2005. Moreover, the median real income of these 
taxpayers declined over this period. 

• The degree of mobility among income groups is unchanged from the prior decade (1987 
through 1996). 

• Economic growth resulted in rising incomes for most taxpayers over the period from 
1996 to 2005. Median incomes of all taxpayers increased by 24 percent after adjusting for 
inflation. The real incomes of two-thirds of all taxpayers increased over this period. In 
addition, the median incomes of those initially in the lower income groups inereased 
more than the median incomes of those initially in the higher income groups. 

Therefore, whoever is saying that onee rich, Americans stay rich, and once poor, they stay poor, 
is purely mistaken. Internal Revenue Service data supports this analysis, A report on the 400 tax 
returns with highest income reported over 14 years shows that in any given year, on average, 
about 40 percent of the returns that were filed were not in the top 400 in any of the other 14 
years. 

Mr. Chairman, I ask unanimous consent that this IRS report be inserted in the record. 

I welcome this data on this important matter for one simple reason: it sheds light on what 
America really is all about-vast opportunities and economie mobility. 
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Built by people from all over the world, our country truly provides unique opportunities for 
everyone. These opportunities include better education, healthcare services, land financial 
security. But most importantly, our country provides people with freedom to obtain necessary 
skills to climb the economic ladder and live better lives. 

We are a free nation. We are a mobile nation. We are a nation of hard-working, innovative, 
skilled and resilient people who like to take risks when necessary in order to succeed. We have 
an obligation as lawmakers to incorporate these fundamental principles into our tax system. 
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SUBMITTED BY SENATOR GRASSLEY 


From Investor 's Business Daily 


Viewpoint 

Tax The Rich? Good Luck With That 

By Walter Williams 
April 11,2011 

I’ve often said that I wish there were some humane way to get rid of the rich. If you asked why. 
I’d answer that getting rid of the rich would save us from distraction by leftist hustlers promoting 
the politics of envy. 

Not having the rich to fret over might enable us to better focus our energies on what’s in the best 
interest of the 99.99% of the rest of us. Let’s look at some facts about the rich laid out by Bill 
Whittle citing statistics on his RealClearPolitics video “Eat the Rich,” 

This year, Congress will spend $3.7 trillion dollars. That turns out to be about $10 billion per 
day. Can we prey upon the rich to cough up the money? 

According to IRS statistics, roughly 2% of U.S. households have an income of $250,000 and 
above. By the way, $250,000 per year hardly qualifies one as being rich. It’s not even yacht and 
Learjet money. 

All told, households earning $250,000 and above account for 25%, or $1.97 trillion, of the nearly 
$8 trillion of total household income. If Congress imposed a 100% tax, taking all earnings above 
$250,000 per year, it would yield the princely sum of $ 1 .4 trillion. That would keep the 
government running for 141 days, but there’s a problem because there are 224 more days left in 
the year. 

How about corporate profits to fill the gap? Fortune 500 companies earn nearly $400 billion in 
profits. Since leftists think profits are little less than theft and greed. Congress might confiscate 
these ill-gotten gains so that they can be returned to their rightful owners. 

Taking corporate profits would keep the government running for another 40 days, but that along 
with confiscating all income above $250,000 would only get us to the end of June. Congress 
must search elsewhere. 

According to the Forbes 400, America has 400 billionaires with a combined net worth of $1 .3 
trillion. Congress could confiscate their stocks and bonds, and force them to sell their businesses. 
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yachts, airplanes, mansions and jewelry. The problem is that after fleecing the rich of their 
income and net worth, and the Fortune 500 corporations of their profits, it would only get us to 
mid-August. 

The fact of the matter is there are not enough rich people to come anywhere close to satisfying 
Congress’ voracious spending appetite. They’re going to have to go after the non-rich. 

But let’s stick with the rich and ask a few questions. Politicians, news media people and leftists 
in general entertain what economists call a zero-elasticity view of the world. That’s just fancy 
economic jargon for a view that government can impose a tax and people will behave after the 
tax just as they behaved before the tax, and the only change is more government revenue. 

One example of that vision, at the state and local levels of government, is the disappointing 
results of confiscatory tobacco taxes. Confiscatory tobacco taxes have often led to less state and 
local revenue because those taxes encourage smuggling. 

Similarly, when government taxes profits, corporations report fewer profits and greater costs. 
When individuals face higher income taxes, they report less income, buy tax shelters and hide 
their money. It’s not just rich people who try to avoid taxes, but all of us — liberals, 
conservatives and libertarians. 

What’s the evidence? Federal tax collections have been between 1 5 % and 20% of GDP every 
year since 1960. Flowever, between 1960 and today, the top marginal tax rate has varied between 
91% and 35%. 

That means whether taxes are high or low, people make adjustments in their economic behavior 
so as to keep the government tax take at 15% to 20% of GDP. Differences in tax rates have a far 
greater impact on economic growth than federal revenues. 

So far as Congress’ ability to prey on the rich, we must keep in mind that rich people didn’t 
become rich by being stupid. 
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Summary 

This study examines income mobility of individuals over the past decade (1996 through 
2005) using information reported on individual income tax returns. 

While many studies have documented the long-term trend of increasing income 
inequality in the U.S. economy, there has been less focus on the dynamism of the U.S. 
economy and the opportunity for upward mobility. Comparisons of snapshots of the 
income distribution at points in time miss this important dimension and can sometimes be 
misleading. 

Economic historian Joseph Schumpeter compared the income distribution to a hotel 
where some rooms are luxurious, but others are small and shabby. Important aspects of 
fairness are that those in the small rooms have an opportunity to move to a better one, and 
that the luxurious rooms are not always occupied by the same people. The frequency 
with which people move between rooms is a crucial aspect of the trends in income 
inequality in the United States. 

The key findings of this study include: 

• There was considerable income mobility of individuals in the U.S. economy during 
the 1996 through 2005 period as over half of taxpayers moved to a different income 
quintile over this period. 

• Roughly half of taxpayers who began in the bottom income quintile in 1996 moved 
up to a higher income group by 2005. 

• Among those with the very highest incomes in 1996 - the top 1/100 of 1 percent — 
only 25 percent remained in this group in 2005. Moreover, the median real income of 
these taxpayers declined over this period. 

• The degree of mobility among income groups is unchanged from the prior decade 
(1987 through 1996). 

• Economic growth resulted in rising incomes for most taxpayers over the period from 
1996 to 2005. Median incomes of all taxpayers increased by 24 percent after 
adjusting for inflation. The real incomes of two-thirds of all taxpayers increased over 
this period. In addition, the median incomes of those initially in the lower income 
groups increased more than the median incomes of those initially in the higher 
income groups. 

The degree of mobility in the overall population and movement out of the bottom quintile 
in this study are similar to the findings of prior research on income mobility. 
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Income Mobility in the U.S. from 1996 to 2005 

Many studies have documented the long-term trend of increasing income inequality in the 
U.S. economy. U.S. Census data, for example, show that the share of household income 
of the top 20 percent of households increased from 44.1 percent in 1980 to 50.4 percent 
by 2005, with the share of the bottom 20 percent decreasing from 4.2 percent to 3.4 
percent’ Similarly, Piketty and Saez (1998, 2007) find that the share of income of the 
top 1 0 percent of taxpayers increased from 3 1 .7 percent in 1 960 to 44.3 percent in 2005, 
while the share of the top 1 percent increased from 8.4 percent to 17.4 percent. 
Economists have suggested a variety of factors as possible explanations for these trends, 
including increased returns to skill and education, greater globalization of labor markets, 
the decline in unionization, increased immigration, and changes in the supply of highly 
educated workers. 

To get a broader perspective on these trends, one must look at the opportunity for upward 
mobility in the United States, which has sometimes been seen as a defining characteristic 
of the nation’s economy.” Comparisons of snapshots of the income distribution at points 
in time miss this important dimension and can sometimes be misleading. Research shows 
that the distribution of lifetime incomes is more equal than a one-time snapshot implies 
because a household’s relative position in the income distribution often changes over 
time. Concerns about income inequality at a particular point in time may be assuaged if 
low incomes are temporary and income mobility provides individuals and families with 
the opportunity to improve their economic situation over time. In addition, different 
policy prescriptions might be appropriate for assisting those who are persistently low- 
income as compared to those whose incomes are only temporarily low. 

Economic historian Joseph Schumpeter compared the income distribution to a hotel 
where some rooms are luxurious, but others are small and shabby. The rooms are always 
occupied, but often by different people.^ Important aspects of fairness are that those in 
the small rooms to have an opportunity to move to a better one, and that the luxurious 
rooms are not always occupied by the same people. Mobility means that over time 
people move between rooms. The frequency with which people move between rooms is 
a crucial aspect of the changing trends in income inequality in the United States. 

Another aspect of discussions of income distribution is the extent to which all income 
rises over time with an expanding economy. Some have likened this process to an 
escalator where the opportunity for mobility means that no matter which step a person 
starts on, he or she can move up. With an escalator, while one can get ahead faster by 
walking up the steps, much of the movement is due to the escalator itself*' That is, the 


' U.S. Census Bureau (2006). 

^ Litan and Slemrod (1999) state that “A defining ethic of America has long been that, no matter which step 
you first land on or how great the distance to the higher steps, you have a good shot at moving up if, as 
President Clinton has frequently said, ‘you work hard and play by the rules.’” 

’ See Sawhill and Condon (1992) for more discussion of the hotel analogy. 

'* Litan and Slemrod (1999) use the escalator analogy, while McMurrer and Sawhill (1996b) use a similar 
analogy of moving up and down the economic ladder. In climbing a ladder, however, all the progress is 
due to individual effort. Holtz-Eakin, et al., (2000) connect mobility with Horatio Alger success stories. 
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real incomes of households can increase over time with the growth of the overall 
economy. 

Using three different measures of income mobility that track changes in the incomes of a 
large sample of individual taxpayers over time, this study presents new evidence on 
income mobility over the decade from 1996 through 2005. Key findings include: 

• There is considerable income mobility of individuals in the U.S. economy over the 
1996 through 2005 period. More than half of taxpayers (56 percent by one measure 
and 55 percent by another measure) moved to a different income quintile between 
1996 and 2005. About half (58 percent by one measure and 45 percent by another 
measure) of those in the bottom income quintile in 1996 moved to a higher income 
group by 2005. 

• Median incomes of taxpayers in the sample increased by 24 percent after adjusting 
for inflation. The real incomes of two-thirds of all taxpayers increased over this 
period. Further, the median incomes of those initially in the lowest income groups 
increased more in percentage terms than the median incomes of those in the higher 
income groups. The median inflation-adjusted incomes of the taxpayers who were in 
the very highest income groups in 1996 declined by 2005. 

• The composition of the very top income groups changes dramatically over time. Less 
than half (40 percent or 43 percent depending on the measure) of those in the top 1 
percent in 1996 were still in the top 1 percent in 2005. Only about 25 percent of the 
Individuals in the top 1/100* percent in 1996 remained in the top 1/100* percent in 
2005. 

• The degree of relative income mobility among income groups over the 1 996 to 2005 
period is very similar to that over the prior decade (1987 to 1996). To the extent that 
increasing income inequality widened income gaps, this was offset by increased 
absolute income mobility so that relative income mobility has neither increased nor 
decreased over the past 20 years. 

Prior Studies of Income Mobility 

Previous research on income mobility over the past several decades has generally found 
that about half of those in the bottom quintile move to a higher quintile and also that 
more than half of households move to a different income quintile within about 10 years.^ 
Sawhill and Condon (1992), for example, used the Panel Study of Income Dynamics 
(PSID) to examine the mobility of individuals between the ages of 25 and 54 for the 
periods 1967-1976 and 1977-1986. Using a measure of relative mobility that compares 
households within their sample, they found that over 60 percent of individuals were in a 
different family income quintile a decade later. Among individuals initially in the lowest 
income quintile, 44 percent moved to a higher quintile between 1967 and 1976 and 47 


^ McMurrer and Sawhill (1996a) summarize a number of the early mobility studies. 
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percent moved to a higher quintile between 1977 and 1986. Downward mobility from 
the top quintile was experienced by 47 percent and 50 percent in the two periods, 
respectively. A later study by McMurrer and Sawhill (1996b) concluded that mobility 
rates had remained unchanged during this 20-year period. 

Two 1992 Treasury studies (1992a and 1992b) examined mobility during the period from 
1979 to 1988 using a panel that followed 14,351 income tax returns over the period and 
controlled for changes in the definition of income due to changes in the tax law.® The 
Treasury data showed that 86 percent of taxpayers in the lowest income quintile in 1 979 
had moved to a higher quintile by 1988 and 15 percent of them had moved all the way to 
the top quintile. Among those who were in the top quintile in 1 979, 65 percent remained 
in the top quintile in 1988, and only 1 percent had dropped to the lowest quintile. The 
high degree of mobility reported by this study resulted from several features of the 
analysis, most importantly the inclusion of taxpayers under age 25, the lack of data on 
Social Security benefits for older taxpayers, and comparison to the full taxpayer 
population. When the sample was limited to taxpayers age 25 to 64 and compared to 
taxpayers in the panel, rather than to all taxpayers aged 25 to 64, the Treasury study 
showed that 50 percent of the lowest income quintile had moved to a higher quintile after 
10 years.’ Thus, the results were very similar to Sawhill and Condon when a comparable 
sample and mobility measure were used. 

Bradbury and Katz (2002a, 2002b) used PSID data to examine relative income mobility 
in the 1970s, 1980s and 1990s. Their results also show that about half of households in 
the bottom quintile moved out after 10 years (51 percent for 1969-1979, 50 percent for 
1979-1989, 47 percent for 1988-1998). They argue that relative mobility declined 
slightly in the 1990s as 40 percent of households remained in the same income quintile as 
compared to 36 percent in the 1970s and 37 percent in the 1980s.* They also show that 
the income gaps widened over this period, which would make mobility across quintiles 
more difficult, and may account for the small decline in relative mobility.® 


® The 1992 Treasury studies limited the sample to non-dependent taxpayers who had filed in all 10 years 
from 1979 to 1988. Income was defined as real constant law adjusted gross income (AGI). Real constant 
law income includes capital gains, but excludes Social Security benefits because they were not taxable until 
1984 and thus no data were available for earlier years. For a more detailed description of constant law 
AGI, see U.S. Treasury (1992a). Income percentiles for each year were computed using the IRS Statistics 
of Income cross-section samples, which represent the full population of income tax returns filed each year. 

’ See U.S. Treasury (1992b). Since Social Security benefits were not taxable prior to 1984, the Treasury 
income measure excluded Social Security benefits. Dropping the elderly from the sample eliminated 
spurious downward mobility when households stopped earning wages but were not credited with Social 
Security benefits. Similarly, dropping those under age 25 eliminated the effects of dramatic income 
increases when students leave school and get their first full-time jobs. 

* Gittleman and Joyce (1999) also conclude that income mobility rates differed little between the 1970s and 
1980s. Comparable data for the 1990s would not yet have been available for their 1999 study. 

’ It is unclear whether absolute mobility increased or decreased in these data as this study does not examine 
absolute income mobility. Table 1 in Bradbury and Katz (2002b) shows that average real incomes of 
families in the lowest quintile in 1988 increased from 1988 to 1998 after declining in the previous two 
decades, which may suggest some increase in absolute mobility. 
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New Results on Income Mobility - 1996-2005 

This study examines income mobility over the period from 1996 through 2005 using data 
from a large sample of individual income tax returns for these two years. The panel uses 
a large sample of approximately 96,700 tax returns with 169,300 primary and secondary 
(i.e., spouses on joint returns) taxpayers who filed for tax years 1996 and 2005.'° The 
sample represents 1 17.1 million taxpayers on 76.9 million income tax returns. While the 
income data are as reported on tax returns, the analysis includes both primary and 
secondary taxpayers who are each followed separately. Thus, if a married couple filed a 
joint tax return in 1996, divorced, and then filed separate tax returns in 2005, each person 
is followed separately, even if one or both of them appear as a secondary taxpayer on 
another tax return. To avoid counting transitions from school to work as mobility, the 
analysis follows the common practice in previous research of excluding taxpayers who 
were under the age of 25 in 1996." Income is defined as cash income as reported on 
individual income tax returns and supplemented by data on Social Security benefits 
reported on information returns filed with the Internal Revenue Service (IRS).'^ So as to 
remove the effects of inflation, cash income is adjusted to 2005 dollars using the 
Consumer Price Index Current Methodology Series. 

In order to provide a more complete picture of the different dimensions of income 
mobility, the analysis provides three different measures: two measures of relative income 
mobility and one measure of absolute income mobility." Relative income mobility 
shows how the income of households changes over time relative to the incomes of other 
households, while absolute income mobility measures show how the real incomes of 
households change over time. 

Taxpayers are grouped by income quintiles (the lowest 20 percent, the second 20 percent, 
etc.). Results for the top 1 percent, 5 percent, and 10 percent of the population are also 
reported.*'* The two measures of relative income mobility are illustrated using a 


The sample is based on the IRS Statistics of Income Individual income Tax Files. The sample used for 
the study excludes dependent filers and follows primary and secondary taxpayers separately. The 
construction of the panel sample used for the analysis is discussed in more detail in the Technical 
Appendix. 

" For example, Sawhill and Condon (1992) examine individuals age 25 through 54 in the initial year, while 
Gittleman and Joyce (1999) limit their sample to individuals between age 25 and 64 in both the initial and 
ending years. 

The definition of cash income is discussed in more detail in the Technical Appendix. 

Other income mobility measures include income variance over time, the correlation between income in 
one year and income in another year, and the percentages of households that are in a top income class or 
fall below the poverty level at least once in a period of years as compared to the percentages in a single 
year. Instead of following the income of specific individuals or households over time, some studies 
compare similar population groups at different points in time. For example, a recent CBO study (May 
2007) reported that the average income of households with children in the lowest income quintile in 2005 
was 35 percent higher than the average income of comparable households in 1 991 after adjusting for 
inflation. Since this approach does not follow the incomes of specific households over time, it does not 
measure income mobility as generally understood. 

Since primary and secondary taxpayers are followed separately, they are counted separately in 
determining the income quintiles of the taxpayer population. Thus, a married couple filing jointly is 
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transition matrix that shows the movement of individuals across the population quintiles. 
For individuals in each income quintile in 1996, the transition matrix shows the 
percentages that end up in each income quintile in 2005. The measure of absolute 
income mobility groups taxpayers by income quintile in 1996 and shows the distribution 
of percentage changes in real income by 2005. 


The first measure of mobility considers how the incomes of taxpayers in each income 
group in 1996 changed relative to the incomes of all taxpayers in the filing population in 
2005 (Table 1). The income thresholds in 1996 and 2005 for the income quintile groups 
in this measure are based on all taxpayers age 25 and over in the population of all tax 
return filers in these two years. The table shows a high degree of income mobility over 
this period. Nearly 58 percent of households (i.e., 57.6 = 100 - 42.4) in the lowest 
income quintile in 1996 had moved to a higher quintile by 2005. While 29 percent 
moved up to the second quintile, the same percentage moved up at least two quintiles, 
and about 5 percent moved all the way to the top quintile. 


Table 1: More than 50 percent of taxpayers in the bottom quintile moved to a higher quintile within ten years 
income Mobility Relative to the Total Tax Filina Population. 1996 to 2005 


1 996 i ncome 2005 Income Quintile 


Quintile 

Lowest 

Second 

Middle 

Fourth 

Highest 

Total 


Top 5% 

Top 1% 

Lowest 

42.4 

28.6 

13.9 

9.9 

5.3 

■■niim 

2.3 

1,3 

0.2 

Second 

17,0 

33.3 

26.7 

15.1 

7.9 

100.0 

3,0 

1,2 

0.1 

Middle 

7.1 

17.5 

33.3 

29.6 

12.5 

100.0 

4.2 

1.4 

0.3 

Fourth 

4.1 

7.3 

18.3 

40.2 

30.2 

100.0 

8.6 

2.7 

0.3 

Highest 

2.6 

3.2 

7.1 

17.8 

69,4 

100.0 

43,4 

22.5 

4.4 

Top 10% 

2,6 

2.2 

4,9 

11.8 

78.6 

100.0 

61.1 

37.6 

8.3 

Top 5% 

2.6 

1.8 

3.9 

8.6 

83.1 

100.0 

71.6 

54.4 

15,2 

Top1% 

3.2 

1.3 

2.2 

4.9 

88,4 

100.0 

82.7 

75.0 

42.6 

All Income 

Groups 

13.2 

16.8 

19.6 

23.3 

27,1 

100,0 

13.4 

6.4 

1.2 


Notes: The rows sum lo 1 00 percent across the five quintiles in the first five columns The table uses the tax returns of primary and 
secondary non-dependent taxpayer w4io were age 25 or over in 1996 and filed for both 1996 and 2005. Income breaks for the quintiles 
and top percentiles are based on the full cross-sections of tax returns for each year, where the taxpayer is age 25 and over, Income is cash 
income in 2005 dollars as defined in the Technical Appendix. 

Source: Tabulations by the U.S. Dep^ment of the Treasury, Office of Tax Analysis, using data from IRS Statistics of Income, Individual 
Income Tax Files for tax years 1996 and 2005, 


Middle-income taxpayers also did well with respect to mobility across income quintiles 
in the population. A much larger portion moved up to a higher income quintile (42.1 
percent = 29.6 +12.5) than dropped to a lower quintile (24.6 percent = 7.1 +17.5). About 
one-third of the taxpayers in the middle income quintile in 1996 were still in the middle 
quintile in 2005. While households in the top quintile had a higher probability of staying 
there in 2005, over 30 percent had dropped to a lower quintile, and 2.6 percent dropped 
all the way to the bottom quintile. While not shown directly in the table, 56 percent of 


counted as two observations. Similar procedures have been followed in some prior studies, some of which 
count all members of a household (including children) separately in determining the population quintiles. 
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the households filing tax returns in 1996 had moved to a different income quintile in 
2005.'^ 

The mobility of the top 1 percent of the income distribution is also important. More than 
half (57.4 percent = 100 - 42.6) of the top 1 percent of households in 1996 had dropped 
to a lower income group by 2005. This statistic illustrates that the top income groups as 
measured by a single year of income (i.e., cross-sectional analysis) often include a large 
share of individuals or households whose income is only temporarily high. Put 
differently, more than half of the households in the top 1 percent in 2005 were not there 
nine years earlier. Thus, while the share of income of the top 1 percent is higher than in 
prior years, it is not a fixed group of households receiving this larger share of income. As 
suggested by the Schumpeter hotel analogy, many of the more luxurious rooms are 
occupied by different people at different times. 

The second measure of income mobility shows how the incomes of taxpayers in each 
income quintile in 1996 changed relative to that same group of taxpayers in 2005 (Table 
2). Note that unlike Table 1 in which the comparison is to all taxpayers age 25 and over 
in the filing population in 2005, the comparison in Table 2 is only to the other taxpayers 
included in the panel. Unlike Table 1, the construction of Table 2 means that in the 
bottom row showing all taxpayers, 20 percent of the 1 996 taxpayers are in each of the 
2005 quintiles.’® Since no new lower-income households enter the comparison 
population in this table, there is no overall upward movement of these taxpayers within 
the overall income distribution. Thus, under this measure of income mobility, taxpayers 
in the bottom income quintile are less likely to rise in to a higher quintile because the 
only new entrants to the bottom quintile are taxpayers whose incomes have fallen. 
Nevertheless, almost half of the lowest income quintile (44.9 percent) moved to a higher 
quintile by 2005. Total mobility was approximately the same as in the first mobility 
measure, as 55 percent of taxpayers moved to a higher or lower income quintile 
compared to 56 percent in Table 1.” As compared to Table 1, this measure of relative 
income mobility also implies more downward mobility.'* For example, a larger portion 
of taxpayers in the 1996 top quintile were in a lower income quintile in 2005: 39 percent 
(38.6 = 100 - 61.4) as compared to 31 percent in Table 1. Nearly 60 percent oftaxpayers 
in the top 1 percent in 1 996 dropped out of the top 1 percent by 2005, although 87 
percent of them remained in the top quintile. 


This figure is calculated by summing ail of the non-diagonal cells and dividing this number by 5. The 
diagonal cells contain households in the same quintile in both years. Dividing by 5 adjusts for the fact that 
the percentages in each quintile row sum to 100 percent, or 500 percent for all five rows. 

This is because Table 2 is constructed by classifying the same group of tax households based on their 
1996 income and then by income percentiles based on their 2005 income. There are no additional young or 
new immigrant taxpayers against which the incomes of these taxpayers are being compared as in Table 1. 

” The 55 percent figure is calculated by summing all of the non-diagonal cells and dividing this number by 
5 as was done previously for Table 1 . 

'* Table 2 shows greater downward mobility because for every household that moves up another must 
move down. The table construction combined with the fact discussed previously that new entrants into the 
population have lower incomes on average results in more dovmward mobility using this measure. 
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Table 2; The degree of mobility remains substantial after restricting the analysis to taxpayers included in the panel 
of tax returns 

Income Mobility Relative to the Panel Population, 1996 to 2005 


1996 Income 2005 income Quintile 


Quintile 

Lowest 

Second 

Middle 

Fchjt^ 

Hiahest 

Total 

Top 10% 

Top 5% 

Top 1% 

Lowes! 

55.1 

23.7 

10.8 

6.9 

3.6 


1.7 

0.9 

0.1 

Second 

24.7 

37.2 

21,9 

10.6 

5.6 

100.0 

2.0 

1.0 

0.1 

Middle 

10.8 

23.4 

34.1 

23.0 

8.7 

100.0 

3-2 

1.2 

0,2 

Fourth 

6,0 

11,0 

24.2 

38.1 

20.8 

100.0 

6.4 

2.1 

0.3 

Highest 

3,5 

4.7 

9,0 

21.5 

61.4 

100.0 

36-7 

19.8 

4.3 

Top 10% 

3.5 

3,4 

6.5 

13.9 

72.8 

100.0 

54.4 

33.5 

7.9 

Top 5% 

3.2 

2.8 

5.0 

9.6 

79.4 

100.0 

67.2 

49.7 

14.4 

Top 1% 

3.9 

1.7 

3.0 

4.9 

86.5 

100.0 

80,3 

73.0 

40.3 


Groups 

20.0 

20,0 

20.0 

20.0 

20.0 

100.0 

10.0 

5.0 

1.0 


Notes; The rows siim to 100 percent across the five quintiles in the first five columns. The table uses the tax returns of primary and 
secondary non-dependent taxpayers who were age 25 or over in 1996 and filed for both 1996 and 2005, Income breaks for the quintiles 
and top percentiles ^e based on only the tax returns of the panel population. Income is cash income in 2005 dollars as defined in the 
Technical Appendix. 

Source; Tabulations by the U.S. Department of the Treasury, Office of Tax Analysis, using data from IRS Statistics of Income, 
Individual Income Tax Files for tax years 1996 and 2005. 


The third measure examines absolute income mobility, that is, the extent to which 
taxpayers’ incomes rose or fell over time. Table 3 shows that median taxpayer income 
rose by 24 percent after adjusting for inflation.'^ Real income increased for two-thirds 
(67.5 percent = 17.7 +14.3 +15.8 +19.7) of taxpayers between 1996 and 2005. 

Percentage increases in real income were the largest for taxpayers with the lowest 
incomes in 1996. Among those taxpayers in the lowest income quintile in 1996, median 
income increased by 90 percent by 2005. Real incomes increased over the period for 82 
percent (81.7= 8.6 + 8.7 + 15.0 +49.4) of these low-income taxpayers and at least 
doubled for nearly half of this group (49.4 percent). 

Among taxpayers in the highest income quintile in 1996, real income increased for over 
half (54.7 percent = 19.5 +14.0 +12.7+8.5) and doubled for only 8.5 percent. The median 
real income of taxpayers in the top quintile in 1996 rose by 10 percent, while the median 
income of those in the top 1 percent in 1996 declined by 25.8 percent. While this study 
does not examine these results in detail, the likely causes include the typical life cycle of 
income and “mean reversion” in which the incomes of taxpayers whose incomes were 
temporarily high in 1996 revert to a level closer to their long-run average.^' 


By comparison, in the U.S. Census data (2006), median household real income increased by 5.4 percent 
from $43,967 to $46,326 over this time period in 2005 dollars. One difference is that the Census data 
measures changes in the full cross-section population including new entrants, while the data in Table 3 
show changes in incomes of individuals that filed income tax returns in 1996 and 2005. 

^ Median income refers to the income of the individual in the middle of the income distribution, with half 
having higher incomes and half having lower incomes. Mean or average income is the arithmetic average 
of the all taxpayers in the sample. In each case, the calculations are weighted to reflect the total tax-filing 
population. 

The results of Auten and Gee (2007) illustrate the effects of the life cycle of incomes. Taxpayers age 45 
to 54 had the highest incomes of any age group in 1987, but the median inflation-adjusted income of these 
taxpayers declined by 1996. By comparison, taxpayers age 25 to 34 had the lowest incomes in 1987, but 
the most rapid increases in incomes between 1987 and 1996. 
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Among households in the middle income quintile in 1996, median income increased by 
23.3 percent. Real income increased for about two-thirds of taxpayers in this group and 
at least doubled for 14.5 percent. The results reported in Table 3 demonstrate that over 
the 1996 to 2005 period, incomes rose for the majority of households, and that upward 
income mobility was the greatest among those that began the period in the lowest income 
groups. 


Table 3: Were taxpayers better off In 2005 than in 1996? 


Absolute Income Mobilitv. 1996 to 2005 



Distribution of Percentage Changes in Income from 1996 to 2005 in $2005 



1 996 Income 
Quintile 

Decreased 
more than 
50% 

Decreased Decreased 
25 to 50% UP to 50% 

Increased 
up to 25% 

Increased 
25 to 50% 

Increased 
50 to 100% 

Increased 
100% or 
more 

Total 

Mean 

Income 

Median 

Income 

Lowest 

6.8 

4.6 

6.9 

8.6 

8.7 

15.0 

49.4 

100.0 

232.5 

90.5 

Second 

6.7 

7.8 

12.6 

16.6 

14.7 

17.5 

24.1 

100.0 

70.6 

34.8 

Middle 

6.6 

10.1 

14.8 

20.2 

15.6 

18.3 

14.5 

100.0 

43.1 

23.3 

Fourth 

7.9 

10.6 

17.3 

21,7 

17.6 

15.8 

9.1 

100.0 

28.3 

16.6 

Highest 

14.0 

14.0 

17.3 

19.5 

14.0 

12.7 

8.5 

100.0 

26.2 

10.0 

Top 1 0% 

18.6 

15.6 

16.4 

17.1 

10.9 

12.0 

9.6 

100.0 

27.6 

2.9 

Top 5% 

25.0 

16.3 

15.4 

13.3 

9.4 

9.6 

11.1 

100.0 

29.5 

-6.8 

Top 1% 

38.9 

13.8 

12.1 

8.6 

6.0 

7.6 

13.0 

100.0 

12.5 

-25.8 


Groups 

8.6 

9.7 

14.2 

17.7 

14.3 

15.8 

19.7 

100.0 

38.0 

24.2 


Notes: The t^lc uses the tax returas of primary and secondary non-dependent taxpayers who were age 25 or over in 1996 and filed for both 
1996 and 2005 Income breaks for the quintiles and top percentiles are based on the full cross-sections of tax returns for each year, where the 
primary taxpayer is age 25 and over Income is cash income in 2005 dollars as defined in the Technical Appendix 


Source: Tabulations by the U S Department of the Treasury, Office of Tax Analysis, using data from IRS Statistics of Income, Individual 
Income Tax Files for tax years 1996 and 2005 


Income Dynamics of the Top 1/100, 1/10, and 1 Percent of the Population 

One of the advantages of using data from income tax returns to examine income mobility 
is that these data include a very detailed and complete sample of the very highest income 
taxpayers. In contrast, most survey data used to study income dynamics, such as the 
PSID, include only a few high-income households and exclude the very highest income 
households altogether. This section examines the income mobility of the top 1 percent of 
the population in detail. 

Approximately 1 17 million taxpayers who filed tax returns for 1996 and 2005 are 
represented in the sample for this study. Thus, the top 1 percent included about 1.17 
million taxpayers, the top 0.1 percent was about 1 17,000 thousand taxpayers and the top 
0.01 percent was about 1 1,700 taxpayers. Table 4 below shows the income mobility of 
the top 1 percent compared to the total tax filing population in 2005. This table uses the 
same measure of relative income mobility as Table 1, but shows the top 1 percent in 
greater detail. 

The central theme that emerges from an examination of the very highest income 
taxpayers is that the composition of this group changes dramatically over time (Table 4). 
The vast majority of taxpayers in this group at the beginning of the 10 year period are 
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absent from this group 10 years later; that is, the very top of the income distribution is 
highly transient. Among those in the top 0.01 percent in 1996, only 25 percent remained 
in this group in 2005. While over 80 percent (82.4 = 24.2 + 32.9 + 25.3) of these 
taxpayers remained within the top 1 percent in 2005, 6 percent dropped out of the top 
income quintile. Similarly, about 25 percent of those who were in the top 0.1 percent in 
1996, but below the top 0.01 percent, remained in this group in 2005. About 3.8 percent 
of these taxpayers moved to the top 0.01 percent and over 70 percent moved further down 
in the income distribution. 

Table 4: How did the Incomes of the top 1 percent of taxpayers in 19S6 change relative to tite total population? 

Income Mobility of the Too 1 Percent Relative to the Total Population 

Percent DIstrbution by 2005 Income Percentile 


1 996 income Below top 

Percentile 20% 10 to 20% 5 to 10% 1 to 5% 0.1 to 1% 0.01 to Q.1% Top .01% Ail 


0.1 to 1% 

12.0 

6.0 

8.1 

34.2 

35.1 

4.2 

0.3 

100.0 

0.01 to 0.1% 

8.4 

2.9 

4.3 

16.8 

39.1 

24.7 

3.8 

100.0 

Top .01% 

6.0 

1.1 

1.6 

9.1 

24.2 

32.9 

25.3 

100.0 


Groups 

72.9 

13.7 

7.0 

5.2 

1.0 

0.1 

0.0 

100.0 


Notes; The table includes taxpayers age 25 or over and in the top 1 percent of tax returns in 1996 who filed for both 1996 mid 2005. 
Income breaks for the quintiles and top percentiles are based on the full cross-sections of tax returns for each year, where the primary 
taxpayer is age 25 and over. Income is cash income in 2005 dollars as defined in the Technical Appendix. 

Source; Tabulations by the US. Department of the Treasujy, Office of Tax Analysis, using data from IRS Statistics of Income, 
Individual Income Tax Files for tax years 1996 and 2005. 


The data also indicate that the incomes of many taxpayers at the highest income levels 
are very volatile. Table 5 shows that real incomes increased for about 26 percent (25.6 = 
4.8 + 3.5 +4.9 + 12.4) of taxpayers in the top .01 percent in 1996. On the other hand, 59 
percent of taxpayers in the top 0.01 percent experienced declines in real income of at 
least 50 percent. Similarly, 52 percent of those in the top 0.1 percent, but below the top 
0.01 percent, experienced income declines of at least 50 percent. These results illustrate 
that the incomes of a significant portion of those in the very highest income classes in a 
given year are transitory and not maintained over time. 


Table 5: Absolute Income Mobility of the Top 1 Percent in 1996: Distribution of Changes in income by 2005 




Distribution of Percentaae Chanqes in Income in $2005 


1996 Inixime 
Percentile 

Oeaeased 
more than 
50% 

Decreased 
25 to 50% 

Decreased 
up to 25% 

Increased 
up to 25% 

Increased 
25 to 50% 

Increased 
50 to 100% 

Increased 
100% or 
more 

Total 

0.1 to 1% 

37.4 

14.1 

12.6 

8.9 

6.2 

7.9 

13.0 

100.0 

0.01 to 0.1% 

51.9 

10.8 

8.1 

6.0 

4.4 

5.6 

13.2 

100.0 

Top .01% 

59.1 

9.3 

6.2 

4.8 

3.5 

4.9 

12.4 

100.0 


Groups 

8.6 

9.7 

14.2 

17.7 

14.3 

15.8 

19.7 

100.0 


Notes; The table includes taxpayers age 25 or over and in the top 1 percent of tax returns in 1 996 who filed for both 1 996 and 
2005. Income breaks for the quintiles and top percentiles are based on the full cross-sections of tax returns for each year, where 
the primary taxpayer is age 25 and over. Interne is cash income in 2005 dollars as defined in the Technical Appendix. 


Source: Tabulations by the U.S. Department of the Treasury, Office ofTax Analysis, using data from IRS Statistics of Income, 
Individual Income Tax Files for tax years 1996 and 2005. 
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Table 6 shows the mean and median incomes of taxpayers in the top 1 percent in 1996 
and 2005 and the percentage changes over time. As in Table 5, this table shows that the 
real incomes of the majority of those in the very top income classes in a given year are 
likely to be lower in a later year. Thus, the median income of those in the top 0.01 
percent of taxpayers in 1996 fell by 64.6 percent from $1 1.6 million to $4.1 million. The 
pattern was similar, if less dramatic, for the other subgroups of the top 1 percent in 1996. 
The basic result is that the income of many of the highest-income taxpayers is transitory. 
Thus, for the majority of this group at least, the rich do not get richer. Instead, their 
income drops to a lower level, albeit generally to a level well above average. 


Table 6: How did the Absolute Incomes of the Top 1 Percent in 1996 Change by 2005? 


1996 Income 


Mean Income 



Median Income 


Percentile 

1996 

2005 

% Change 

1996 

2005 

% Change 

0.1 to1% 

654,953 

801,672 

22.4 

557,503 

412.433 

-26.0 

0.01 to 0.1% 

2,854,752 

3,150,686 

10.4 

2,375,946 

1,180,878 

-50.3 

Top 0.01% 

17,518,043 

14,391,130 

-17.8 

11,592,130 

4,102,806 

-64.6 

All Income 
Groups 

70,420 

97,206 

38.0 

48,684 

60,487 

24.2 


Notes: The table includes taxpayers age 25 or over and in the top 1 percent of tax returns in 1996 who filed for both 
1996 and 2005. Income breaks for the quintiles and top percentiles are based on the full cross-sections of tax returns 
for each year, where die primary taxpayer is age 25 and over. Income is cash income as defined in the Technical 
Appendix. 

Source: Tabulations by the U.S. Department of the Treasury, Office of Tax Analysis, using data from IRS Statistics of 
Income, Individual Income Tax Files for tax years 1996 and 2005. 


Has Income Mobility Increased or Decreased Over Time?: Comparing 1996-2005 to 
1987-1996 

Some studies have argued that income mobility decreased in the 1 990s as compared to 
earlier periods.^^ The income tax data used for this study can be used to compare income 
mobility in the 1996 to 2005 period with income mobility in the 1987 to 1996 period.^^ 
Both time periods begin and end roughly during the middle of periods of economic 
expansion and thus should allow for comparisons that are not greatly affected by the 
business cycle. 

Table 7 shows comparable mobility data for the two time periods using the first measure 
of relative income mobility that compares each initial period sample to the total 
population in the ending year. While the mobility measure in this table is comparable to 
that in Table 1, the sample population follows tax households as measured by the tax 


“ See, for example, Bradbury and Katz (2002a, 2002b). Kopczuk, Saez and Song (2007) conclude that 
both short-term and long-term earnings mobility among all workers has been fairly constant since about 
1950. 

The mobility data for the 1987 to 1996 period are taken from Auten and Gee (2007) who examined 
income mobility for that period using a large panel sample of individual income tax returns and income and 
mobility measures similar to those in this study. 
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return of the primary taxpayer?'* This sample restriction is necessary in order to allow 
comparable analysis for the two time periods?’ 

For each initial income quintile, the upper row shows the income mobility over the 1987 
to 1996 period and the lower row shows the income mobility over the 1996 to 2005 
period. Thus, one can examine how income mobility changed by comparing the upper 
and lower rows for the various initial and final income quintile combinations. For 
example, the upper left part of the table shows that 38.9 percent of taxpayers in the lowest 
income quintile in 1987 remained in the lowest quintile in 1996, while 37.8 percent of 
those in the lowest quintile in 1996 were in the lowest quintile in 2005. Thus, the degree 
of upward mobility from the lowest quintile periods is essentially the same in the two 
time periods: 61.1 percent from 1987 to 1996 and 62.2 percent from 1996 to 2005. 

The 1 . 1 percentage point difference {37.8 percent versus 38.9 percent) for the upper left 
cells is neither economically nor statistically meaningful, nor are other differences of a 
few percentage points. The reason is that each cell of the table is based on a sample, 
albeit a very large one, and the values are subject to sampling error, as well as 
measurement error from misreported incomes. An examination of the various cells 
suggests that income mobility was approximately the same in almost all income groups 
during these time periods. This result may seem surprising given that other studies have 
reported widening income gaps over time. However, it may indicate that increases in 
absolute mobility have been able to offset any effects of wider income gaps. 

A few differences, however, may be large enough for further analysis. For example, the 
percentage of households in the top income quintile that remained there increased from 
roughly 68 percent to 73 percent. Interestingly, the percentage of the top 1 percent that 
remained in the top 1 percent stayed the same, about 45 percent to 46 percent in both 
periods. This result suggests that the decrease in downward mobility occurred among 
households in the top 20 percent, but below the top 1 percent of the population.^® In 
addition, the percentage of households in the middle-income quintile that moved to a 
higher income quintile increased by 4.8 percentage points (4.8 = (3 1 . 1 - 28.4) + ( 1 6.3 - 
14.2)), a change that may suggest slightly greater upward mobility among middle-income 
households. While these differences are interesting, more careful analysis is needed to 
understand them, such as whether they represent changes among certain income or 


The analysis in this section is based on households as defined for income tax purposes, which differs in 
some cases from households as defined for Census studies and in various surveys. Since the definitions of 
“income tax units” and “households” are the same in most cases, this section uses the term “households” in 
describing the family units reflected on the income tax returns. 

Auten and Gee (2007) examined the income mobility of tax households, following the primary taxpayer. 
The sample for Tables 7 and 8 differs from the sample used for the prior sections of the current study in 
that secondary taxpayers are not followed if they file separately in the ending year. An extension of the 
analysis would be to apply the analytical framework of the current study by tracking primary and secondary 
taxpayers separately in the data for the earlier period. 

“ The more detailed version of this table provided in the Technical Appendix (Table A.4) shows that the 
percentages of households remaining in the top 5 percent and top 10 percent of households increased. 

Thus, the decrease in downward mobility occurred fttr all but the top 1 percent of households. 
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occupational groups. The basic finding of this analysis is that relative income mobility is 
approximately the same in the last 10 years as it was in the previous decade. 


Table 7: Income Mobility Reiative to the Total Tax Filing Population, Age 25 and Over, 
1987-1995 and 1996-2005 


Initial Income 
Quintile 

Time 

Period 


End of Period Income Quintile (1996 or 2005) 


Lowest 

Second 

Middle 

Fourth 

Highest 

Total 

Top 1% 

Lowest 

1987-1996 

38.9 

28.3 

14.9 

10.6 

7.3 

100.0 

0.3 


1996-2005 

37.8 

27-1 

16.1 

11.8 

7.2 

100.0 

0.3 

Second 

1987-1996 

14.2 

33,8 

26.4 

16.4 

9.3 

100.0 

0-2 


1996-2005 

15.8 

30.1 

28.0 

17.2 

9.0 

100,0 

0.2 

Middle 

1987-1996 

6.1 

17.4 

33.9 

28.4 

14.2 

100.0 

0.3 


1996-2005 

5.9 

14.0 

32,6 

31.1 

16.3 

100.0 

0.3 

Fourth 

1987-1996 

3.0 

7.5 

19.4 

40.1 

30.0 

100.0 

0.5 


1996-2005 

3.1 

5.7 

15.5 

41.9 

33.8 

100.0 

0,3 

Highest 

1987-1996 

1.8 

2.5 

7.3 

20,6 

67,8 

100,0 

5.4 


1996-2005 

2.0 

2.0 

5.7 

17.2 

73.2 

100.0 

4.8 

Top 1% 

1987-1996 

2.1 

0.9 

2.5 

4.7 

89.9 

100,0 

46.0 


1996-2005 

2.7 

1.0 

1.5 

4.5 

90.3 

100.0 

44.7 

All Income 

1987-1996 

11,3 

16.5 

20.1 

24.1 

28,0 

100.0 

1.5 

Groups 

1996-2005 

11.7 

14.7 

19.1 

24.4 

30.0 

100.0 

1.3 


Notes: For each initial income quintile, the upper row shows the 1 987- 1 996 period and the lower row shows the 1 996-2005 
period. Each row sums to 100 percent across the five quintiles. The table includes returns of households where the primary 
taxpayer filed in both yem’S and is age 25 or over in the initial year. Income breaks for the quintiles and top percentiles are 
based on the fill) cross-sections of tax returns for each year, where the primary taxpayer is age 25 and over. Income is cash 
income in 2005 dollars as defined in the Technical Appendix. 

Source; U.S. Treasury Department, Office of Tax Analysis, 1987-1996 Family Panel, Tax Year 1996 and 2005 Individual 
Income Tax Files. 


An important related question is whether absolute income mobility changed over this 
time period. As shown in Table 8 below, absolute income mobility increased at all 
income levels in the 1996 to 2005 time period as compared to the 1987 to 1996 time 
period. For example, median incomes of taxpayers in the lowest income quintile 
increased by 81 percent in the 1987 to 1996 period, but by 109 percent in the more recent 
period. Similarly, median incomes of taxpayers in the middle quintile increased by 9 
percent in the earlier period and 26 percent in the more recent period. Median incomes of 
taxpayers in the top quintile declined nearly 2 percent in the earlier period, but increased 
nearly 9 percent in the more recent period. Finally, the median income of taxpayers 
initially in the top 1 percent for each period declined by about 23 percent to 24 percent in 
each time period. The percentages of each initial income group whose real incomes 
doubled also increased for every income group. The percentage of taxpayers initially in 
the lowest income quintile whose income doubled increased from 47.3 percent to 53.5 
percent, for example. Overall, the table shows that upward absolute income mobility 
increased in the most recent decade as compared to the previous decade. 
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Table 8: M>solute Income Mobility of Households Age 25 and Over, 1987-1996 and 1996-2005 


Initial income 
Quintile 

Time 

Period 


Percent Distribution of Changes in Income 
in 2(^ Dollars 


% Change in: 

Decreased 
more than 
50% 

Oeo^^sed 
5 to 50% 

Noc^rKie 

Increas&l 
5 to 50% 

Increased 
50 to 100% 

Increased 
100% or 

more 

Mean 

Income 

Median 

income 

Lowest 

1987-1996 

8.7 

10.3 

4.0 

17.0 

12.8 

47.3 

247,5 

80.6 


1996-2005 

6.8 

9.3 

2.6 

14.2 

13.7 

53.5 

284,6 

108.7 

Second 

1987-1996 

6.0 

22.0 

8.7 

28.0 

14.8 

20,6 

53.9 

22.1 


1996-2005 

6.6 

17.1 

5.3 

28.4 

15.9 

26.8 

82.6 

38.0 

Middle 

1987-1996 

7.0 

29.2 

10.7 

28,7 

13.2 

11.2 

30.9 

9.1 


1996-2005 

6.0 

20.2 

7.6 

31.0 

17.0 

18.3 

52.5 

26,2 

Fourtti 

1987-1996 

8.1 

34.5 

10.2 

30.9 

9.6 

6,6 

15.6 

2.3 


1996-2005 

6.7 

25.1 

7.9 

34.1 

15.6 

10.7 

15.6 

17.0 

Highest 

1987-1996 

14.2 

36.3 

9.1 

25.6 

7.4 

7.5 

9.6 

-1.8 


1996-2005 

12.5 

28.9 

8.3 

30.2 

11.9 

8.2 

25.0 

8.7 

Top 1% 

1987-1996 

37.0 

26.7 

4.8 

14.3 

6.6 

10,7 

1.6 

-23.8 


1996-2005 

36.7 

25.8 

4.3 

13.3 

7.3 

12.6 

13,6 

-23.4 

All Income 

1987-1996 

9.0 

27.6 

8.8 

26,4 

11.3 

17.0 

24.1 

11.1 

Groups 

1996-2005 

7.9 

20.8 

65 

28.1 

14.7 

22.0 

41.0 

30.2 


Notes: For each initial income quintile, ttie upper row shows the distribution of changes over the 1987-1996 period and the lower row shows 
the 1996-2005 period Each row sums to 100 percent across the first six columns The table includes returns of households where the primary 
texpayer filed in both >ears and is age 25 or over in the initial year Income breaks for the base year quintiles and top percentiles are based on 
the tax returns of primary taxpayers who^ age is 25 and over Income is cash income in 2005 dollars as defined in the Technical Appendix 

Source; U S Treasury Department, Office ofTax Analysis. 1987-1996 Family Panel. Tax Year 1996 and 2005 Individual Income Tax Files 


Conclusions 


This study examined income mobility of individual taxpayers age 25 and over for the 
period from 1996 through 2005 using information reported on individual income tax 
returns. The key findings are that there was considerable income mobility of individuals 
in the U.S. economy during the 1996 through 2005 period and that the degree of income 
mobility among income groups is unchanged from the prior comparable period (1987 
through 1996). 

The analysis found that more than half of taxpayers (56 percent by one measure and 55 
percent by another measure) moved to a different income quintile between 1996 and 
2005. About half (58 percent by one measure and 45 percent by another measure) of 
those in the bottom income quintile in 1996 moved to a higher income group by 2005. 

Economic growth resulted in rising incomes for most taxpayers over the period from 
1996 to 2005. Median incomes of all taxpayers increased by 24 percent after adjusting 
for inflation. In addition, the real incomes of two-thirds of all taxpayers Increased over 
this period. Further, the median incomes of those initially in the lower income groups 
increased more than the median incomes of those in the higher income groups. 

The analysis also found that the composition of the very top income groups changes 
dramatically over time. Less than half (40 percent or 43 percent by different measures) 
of those in the top 1 percent in 1996 were still in the top 1 percent in 2005. Only about 
25 percent of individuals in the top 0.01 percent in 1996 remained in the top 0.01 percent 
in 2005. 




76 


References 

Ackennan, Deena, James Cilke, Julie-Anne Cronin, Janet Holtzblatt, Gillian Hunter, 
Emily Lin, Janet McCubbin and James R. Nunns. “Treasury’s Panel Model for Tax 
Analysis,” U.S. Department of the Treasury, OTA Paper, forthcoming 2007. 

Auten, Gerald and Geoffrey Gee. “Income Mobility in the U.S.: Evidence from income 
Tax Returns for 1987 and 1996,” OTA Paper 99, U.S. Treasury Department, May 
2007. 

Bradbury, Katherine and Jane Katz. “Are Lifetime Incomes Growing More Unequal? 
Looking at New Evidence on Family Income Mobility” Regional Review, No. 4, 
Federal Reserve Bank of Boston, September, 2002a. 

. “Women’s Labor Market Involvement and Family Income Mobility When 
Marriages End,” New England Economic Review, No. 4, 2002b. 

Carroll, Robert, David Joulfaian and Mark Rider, “Income Mobility: The Recent 
American Experience,” Andrew Young School of Policy Studies, Georgia State, 
Working Paper 06-20, July 2006. 

Cilke, James, Julie-Anne M. Cronin, Janet McCubbin, James R. Nunns, and Paul Smith. 
“Distributional Analysis: A Longer Term Perspective,” in Proceedings of the Ninety- 
Third Annual Conference on Taxation, 248-258. Washington, D.C.: National Tax 
Association, 2001. 

Congressional Budget Office. “Changes in the Economic Resources of Low-Income 
Households with Children,” Congressional Budget Office Paper, May 2007. 

Congressional Budget Office. “Trends in Earnings Variability Over the Past 20 Years,” 
Congressional Budget Office Paper, April 2007. 

Gittleman, Mauiy and Mary Joyce. “Have Family Income Mobility Patterns Changed?”, 
Demography 36, No. 3, August 1999, 299-3 14. 

Holtz-Eakin, Douglas, Harvey Rosen and Robert Weathers. “Horatio Alger Meets the 
Mobility Tables,” Small Business Economics 14, No. 4, June 2000, 243-274. 

Kopczuk, Wojciech, Emmanuel Saez, and Jae Song. “Uncovering the American Dream: 
Inequality and Mobility in Social Security Earnings Data Since 1937,” NBER 
Working Paper 13345, August 2007. 

McMurrer, Daniel and Isabel Sawhill. “Economic Mobility in the United States,” No. 
6722, Urban Institute, 1996a. 



77 


McMurrer, Daniel and Isabel Sawhill. “How Much Do Americans Move Up and Down 
the Economic Ladder?,” in the Opportunity in America Series, No. 3. Washington, 
D.C.: Urban Institute November 1996b. 

Piketty, Thomas and Emmanuel Saez, “Income Inequality in the United States, 1913- 
1998,” Quarterly Journal of Economics, CXVIII, No. 1, February 2003. 

Piketty, Thomas and Emmanuel Saez, “Income Inequality in the United States, Tables 
and Figures Updated to 2005”, website: httD://elsa.berkelev.edu/~saez/ , March 2007. 

Stewart, Kenneth and Stephen Reed "CPI research series using current methods, 1978- 
98," Monthly Labor Review, June 1999, pp. 29-38. 

Sawhill, Isabel and John E. Morton, Economic Mobility: Is the American Dream Alive 
and Well? Washington, D.C.: The Pew Charitable Trusts website 
economicmobility.org. May 2007. 

Sawhill, Isabel and Mark Condon. “Is U.S. Income Inequality Really Growing?: Sorting 
Out the Fairness Question,” Policy Bites. Washington, D.C.: Urban Institute, 1992. 

Sawhill, Isabel V., “Still the Land of Opportunity?,” Urban Institute web site. 

U.S. Census Bureau. Income, Poverty, and Health Insurance Coverage in the United 
States, 2005, Current Population Reports P60-23L U.S. Government Printing Office, 
Washington, DC, 2006. 

U.S. Treasury Department, Office of Tax Analysis. “Household Income Changes over 
Time: Some Basic Questions and Facts,” Tax Notes 56, August 24, 1992a, 1065- 
1074. 

U.S. Treasury Department, Office of Tax Analysis. “Household Income Mobility During 
the 1980s: A Statistical Assessment Based on Tax Return Data,” Special Supplement, 
Tax Notes 55, June 1, 1992b. 



78 


Technical Appendix 

The data for this study are based on income reported on individual income tax returns, 
supplemented by data on Social Security benefits from Form SSA-1099 for lower-income 
households that are not required to report this information on their income tax returns. 

The 1 996 base year sample uses income tax data for the 1 996 tax year from the 1 996 IRS 
Statistics of Income (SOI) Individual Income Tax File and from late-filed returns 
included in the 1997 and 1998 income tax files. Tax returns for which the primary 
taxpayer is under age 25 or a dependent filer in 1 996 are excluded. In order to obtain the 
maximum number of matches for 2005, the corresponding data for 2005 were obtained 
from the IRS Individual Returns Master File at the IRS Computer Data Warehouse. Data 
for 2005 were obtained for both primary and secondary taxpayers in cases where 
taxpayers who filed jointly in 1996 filed separately or were a secondary taxpayer in a 
different tax unit for 2005. Since the data for late-filed tax returns are not yet available 
for tax year 2005, the analysis does not include such returns. Late-filed tax returns are 
generally 1 percent or 2 percent of tax returns filed, and are generally more complex tax 
returns of high-income tax households. Matches were found for 88 percent of the 
primary and secondary taxpayers in the 1996 sample. This attrition rate is relatively low 
for this time period, and is likely primarily accounted for by the death of the taxpayer. 

Cash income is defined to include wages and salaries, tip income, taxable and tax-exempt 
interest, dividend income, alimony, net income from business (sole proprietorships, 
partnerships, and S corporations), farm income, net rental income, royalty income, net 
capital gain or loss in adjusted gross income (AGI), other gain or loss, unemployment 
compensation, taxable and non-taxable pension and annuity income. Social Security 
benefits (including the non-taxable portion), and other income included in AGI. Net 
operating losses carried over from prior years are added back. Alimony payments are 
subtracted to reflect cash income. These sources of income are as reported on individual 
income tax returns and supplemented by data from information returns on Social Security 
benefits received but not subject to tax. The inclusion of tax-exempt interest and Social 
Security benefits are important improvements to income as generally measured on 
income tax returns. The inclusion of Social Security benefits is particularly important 
because it is the main source of income of many older households. Transfer payments 
subject to tax and thus included in income tax return data accounted for about 84 percent 
of all cash transfer payments in 1995, the closest year to 1996 for which data were 
available. (See Technical Appendix A in Auten and Gee, 2007). 

Overall, the income measure used in this study should generally provide a good measure 
of cash income for most households, though it may understate income for households 
receiving significant amounts of tax-exempt income from workers’ compensation, 
Supplemental Security Income, family assistance, or certain veterans disability programs. 
In addition, the refundable portion of the Earned Income Tax Credit is not included 
because cash income is a before-tax measure. Cash income can be affected by changes in 
financial and compensation arrangements. For example, in recent years many mutual 
funds have altered how they manage their portfolios so as to reduce currently taxable 
capital gains of investors (i.e., capital gains distributions), even though the market values 
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of the mutual fund shares have been increasing. This change could reduce the incomes of 
households that owned mutual funds in 2005 compared to the income that would have 
been reported absent the change. 

The definition of cash income used in this analysis is similar, but not identical, to 
measures used in other studies. For example, the definition used here includes capital 
gains income, while the Census measure of money income does not include capital gains. 
Some CBO and Treasury analyses have used measures of Income that include employer- 
paid payroll taxes such as the employer share of Social Security taxes and unemployment 
insurance taxes. These employer-paid taxes are considered to be part of the economic 
income of households, but are not included in cash income in this study as households are 
unlikely to regard such items as part of their cash income. Income is adjusted for 
inflation using the Consumer Price Index Research Series Using Current Methods (CPI- 
U-RS). 

Table A.l shows the cash income levels for the income quintiles and the top 10 percent, 5 
percent, and 1 percent of the taxpayer population. 


Table A.1: Income Breaks for Population Quintiles for 1996 and 
2005 (in 2005 dollars) 


Income Quintile or 
Percentile 

1996 

Income Cutoff 

2005 

Income Cutoff 

Bottom 

Under 15,326 

Under 19,488 

Second 

15,326 

19,488 

Middle 

25,787 

33,120 

Median 

31,785 

41,242 

Third 

38,881 

51,257 

Fourth 

60,897 

83,138 

Top 10% 

85,387 

120,211 

Top 5% 

116,425 

171,856 

Top 1% 

284,603 

463,615 


Source: IRS, Statistics of Income 1996 and 2005 Individual Income Tax Files. 


Since the data for this study is based on income tax returns, an important question is the 
extent to which the sample accurately represents the total population. The sample 
includes individuals who are either primary or secondary non-dependent taxpayers on tax 
returns filed in 1996. Table A.2 shows that as of 1996, the population of income tax 
filers used in this study included 85.5 percent of the population age 25 and over and 90.7 
percent of the resident population age 25 to 64. Thus, the sample is highly representative 
of the population aged 25 to 64. In addition, to low-income individuals, the 9.1 percent 
of individuals in the non-filing population includes non-compliant taxpayers who should 
have filed returns, late filers, individuals who filed but were claimed as dependents on 
other tax returns, and individuals who retired and began collecting Social Security 
benefits prior to age 65. Representation of younger and older individuals was not as 
complete. About 69 percent of individuals age 20 to 24 and 56 percent of individuals age 



80 


65 and over were represented on tax returns. The filing rate for older households declines 
because Social Security benefits constitute a large portion of the incomes of many older 
households, but are not subject to tax until modified adjusted gross income exceeds 
$32,000 for married couples filing Jointly and $25,000 for non-married individuals. 


Table A.2: Comparison of the Adult Tax Filing Population with the U.S. 


Age in 1 996 

Resident 
Population, 
Julyl, 1996 

1996 Primary and 
Secondary 
Taxpayers 

Taxpayers as Percent 
of Resident Population 

20-24 

17,508 

12,604 

72.0 

25-64 

158,675 

143,856 

90.7 

55-64 

21,353 

18,831 

88.2 

65 and over 

33,956 

20,893 

61.5 

25 and over 

192,631 

164,749 

85.5 


Notes: Secondary' taxpayer refers to the spouse of the taxpayer on joint tax returns filed by married 
taxpayers. Dependent taxpayer who are claimed as dependents on other tax returns are excluded 
from the numbere of primary and secondary taxpayers. 


Source: Resident population from Resident Population Estimates of the United States by Age and 
Sex: April I, 1990 to July I, 1999 , U.S. Census Bureau. Numbers of taxpayers from U.S. Treasury 
Department, IRS Statistics of Income, Individual Income Tax Files. 


As shown in the table below, overall attrition in the panel was 16.2 percent. Of the 
18,646 returns for which no tax return was found for 2005, information returns for Social 
Security benefits were found in 4,161 instances or 22 percent. These 4,161 individuals 
are not included in the analysis because of the lack of information about other potential 
sources of income such as interest, dividends, wages and self-employment income. 

While information on the deaths of taxpayers is not available for this panel, based on 
experience with the tax panel for the 1987-1996 period, it is likely that as many as half of 
the missing returns are attributable to the death of the taxpayer. This is suggested by the 
fact that of 14,485 not accounted for by Social Security recipient non-filers, 6,251 or 43 
percent were accounted for by taxpayers over age 65 in 1996. It is likely that several 
thousand additional late-filed 2005 returns could be found in later years. After 
accounting for these factors, the remaining attrition due to factors including non- 
compliance and income falling below the filing threshold appears to be relatively small. 
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Table A.3: Attrition in the 1996-2005 Pane! of Tax Returns 

Numbers of Non-Dependent Returns Percent Attrition From 1996 Sample 

1996 Income 1996 Only Social No 2005 1996-2005 Only Social No 2005 Total 


Quintile Sample Security Match Panel Security Match Attrition 


Lowest 

11,295 

925 

2,137 

8,233 

8.2 

18.9 

27.1 

Second 

8,851 

889 

1,493 

6,469 

10.0 

16.9 

26.9 

Middle 

9,977 

636 

1,493 

7,848 

6.4 

15.0 

21.3 

Fourth 

11,418 

415 

1,421 

9,582 

3.6 

12.4 

16.1 

80-90th pet 

6,725 

165 

776 

5,784 

2.5 

11.5 

14.0 

90-9Bth pot 

4,867 

106 

496 

4,265 

2.2 

10.2 

12,4 

96-99th pet 

14,795 

257 

1,900 

12,638 

1.7 

12.8 

14.6 

99-99.9 pet 

18,700 

309 

2,045 

16,346 

1.7 

10.9 

12.6 

99.9-99.99 pet 

19,022 

297 

1,821 

16,904 

1.6 

9.6 

11.1 

Top .01 pet 

9,666 

162 

903 

8,601 

1.7 

9.3 

11.0 

Total 

115,316 

4,161 

14,485 

96,670 

3.6 

12.6 

16.2 

1 996 Age 

25-34 

13,251 

82 

1,568 

11,601 

0.6 

11.8 

12.5 

35-44 

25,574 

160 

2,529 

22,885 

0.6 

9.9 

10.5 

45-54 

31,134 

349 

2,538 

28,247 

1.1 

8.2 

9.3 

55-64 

22,732 

1,316 

1,599 

19,817 

5.8 

7.0 

12,8 

65 and over 

22,625 

2,254 

6.251 

14,120 

10.0 

27.6 

37.6 

Total 

115,316 

4,161 

14,485 

96,670 

3.6 

12,6 

16.2 


Notes; The column labeled ’’Only Social Security" shows the numbers of cases in which Form SSA-1099 information 
returns were found for 2005 but no income tax return was filed. The column labeled "No 2005 Match" shows the 
numbers of cases for which neither Form SSA-1099 nor a tax return \\«re found for 2005. 


Source: IRS, Statistics of Income 1996 and 2005 Individual Income Tax Files. 


The following tables provide the complete mobility comparisons between the 1987-1996 
period and the 1996-2005 period. These more detailed tables show the results for the top 
5 percent and top 10 percent as well as the results for the second measure of relative 
income mobility. 


Table A.4; Income Mobility Relative to the Total Tax Piling Population, Age 25 and Over, 1987-1996 and 1996-2005 


initial End of Period income Quintile (1996 or 2005) 


Income 

Quintile 

Time 

Period 

Lowest 

Second 

Middle 

Fourth 

Highest 

Total 

Tod 10% 

Top 5% 

Top1% 

Lowest 

1987-1996 

38.9 

28.3 

14,9 

10.6 

7.3 

100.0 

3.4 

1.7 

0.3 


1996-2005 

37.8 

27.1 

16.1 

11,8 

7.2 

100.0 

2.9 

1.5 

0.3 

Second 

1987-1996 

14.2 

33.8 

26.4 

16.4 

9.3 

100.0 

3.2 

1.2 

0.2 


1996-2005 

15.8 

30,1 

28.0 

17.2 

9.0 

100.0 

3.5 

1.5 

0.2 

Middle 

1987-1996 

6.1 

17.4 

33.9 

28.4 

14.2 

100,0 

5,6 

2.3 

0.3 


1996-2006 

5.9 

14.0 

32.6 

31.1 

16.3 

100.0 

5.8 

2.0 

0.3 

Fourth 

1987-1996 

3.0 

7.5 

19.4 

40.1 

30.0 

100,0 

10,3 

3,8 

0.5 


1996-2005 

3.1 

5.7 

15.5 

41.9 

33.8 

1D0.0 

11.2 

3,8 

0,3 

Highest 

1987-1996 

1.8 

2.5 

7.3 

20.6 

67.8 

100.0 

42.6 

23.9 

5,4 


1996-2005 

2.0 

2.0 

5.7 

17.2 

73.2 

100.0 

46.7 

24.6 

4.8 

Top 10% 

1987-1996 

1.8 

1.5 

4.4 

13.6 

78.7 

100.0 

60.6 

38.9 

9.9 


1996-2005 

2.2 

1.2 

2.9 

7.4 

86.3 

100.0 

75.1 

58.3 

15-7 

Top 5% 

1987-1996 

1,9 

1.4 

3.2 

8.2 

85,2 

10Q.0 

73,3 

56,3 

17.3 


1996-2005 

2,7 

1.0 

1.5 

4.5 

90.3 

100.0 

85.0 

77.7 

44,7 

Top1% 

1987-1996 

2.1 

0.9 

2.5 

4.7 

69.9 

100,0 

83,3 

75.8 

46,0 


1998-2005 

2,7 

1.0 

1.5 

4.5 

90.3 

100,0 

85.0 

77.7 

44.7 

income 

1987-1996 

11.3 

16.5 

20.1 

24.1 

28.0 

100,0 

14.4 

7.3 

1.5 

Groups 

1996-2005 

11.7 

14.7 

19.1 

24.4 

30.0 

100,0 

15.3 

7.3 

1,3 


Notes: For each initial income quintile, the upper row ^ows the 1987-1996 period and the lower row show« the 1 996-2005 period The table 
includes returns of households where the primary taxpayer filed for botii years and is age 25 or over in the initial year Income breaks for the 
quintiles and top percentiles are based on die fill! cross-sections of tax returns for each year, where the primary taxpayer is age 25 and over 
Income is cash income as defined in ihe Technical Aj^endix 

Source; U S Treasury Department, 1987-1996 Family Panel, Tax Year 1996 and 2005 Individual Income Tax Files 
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Table A.5: Income Mobility Relative to the Base Year Population, Age 25 and Over, 1987-1996 and 1996-2005 


Initial End of Period Income Quintile (1996 or 2005) 

Income Time 


Quintile 

Period 

Lowest 

Second 

Middle 

FourUi 

Hkihest 

Total 

Top 10% 

Top 5% 

Top 1% 

Lowest 

1987-1996 

54.6 

22.1 

11.1 

7.5 

4.7 

100.0 

2.2 

1.1 

0.2 


1996-2005 

54.1 

22.8 

11.1 

7.8 

4.3 

100.0 

2.0 

1.1 

0.2 

Second 

1987-1996 

25.5 

36.5 

20.3 

12.0 

5.7 

100.0 

2.0 

0.6 

0.2 


1996-2005 

27.1 

36.7 

19.7 

10.9 

5.7 

100,0 

2.2 

1.1 

0.2 

Middle 

1987-1996 

12,0 

24.6 

32.9 

19.9 

10.6 

100.0 

4.2 

1.7 

0.3 


1996-2005 

10,6 

26.0 

33.1 

20.5 

9.7 

100.0 

3.5 

1.4 

0,3 

Fourtti 

1987-1996 

5.1 

12.3 

25.0 

37.0 

20.5 

100.0 

6.8 

2.7 

0.3 


1996-2005 

5.4 

10.4 

26.7 

37.7 

19.9 

100.0 

6.7 

2.3 

0,3 

Highest 

1987-1996 

2.7 

4,6 

10.8 

23.5 

58.4 

100.0 

34.8 

18.9 

4.1 


1996-2005 

2.8 

4.1 

9.6 

23.1 

60.4 

100.0 

35.7 

19,1 

4.1 

Top 10% 

1987-1996 

2.5 

3.0 

6.7 

14.9 

72.9 

100.0 

52.9 

31.5 

7.6 


1996-2005 

2.7 

2.7 

6.0 

14.0 

74.7 

100.0 

54.1 

33.0 

7.6 

Top 5% 

1987-1996 

2.5 

2.4 

4.6 

9.6 

60.9 

100,0 

67.1 

47.5 

13.5 


1996-2005 

2.9 

2.3 

4.6 

8.9 

81.4 

100.0 

68.5 

50.6 

14.0 

Top 1% 

1987-1996 

2.5 

1.6 

3.5 

6.1 

86.3 

100.0 

80.0 

71,6 

38.1 


1996-2005 

3.4 

1.2 

2.9 

4.7 

87.8 

100,0 

81.9 

74.5 

40.4 

All income 

1987-1996 

20,0 

20.0 

20.0 

20.0 

20.0 

100.0 

10,0 

5,0 

1,0 

Groups 

1996-2005 

20,0 

20.0 

20.0 

20.0 

20.0 

100.0 

10.0 

5.0 

1.0 


Notes: For each initial income quintile, the upper row shows the 1987-1996 period and the lower row shows the 1996-2005 period The table 
includes returns of households where the primar>' taxpayer filed in both years and is age 25 or over in the initial year Income bre^ for the 
quintiles and top percentiles use only the tax returns where the primary taxpayer is age 25 and over in the base year and filed in both yeare 
Income is cash income as defined in the Technical Appendix 

Source: U S Treasury Department, 1987-1996 Family Panel, Tax Year 1996 and 2005 Individual Income Tax Files 


Table A.6: Absolute Income Mobility of Households Age 25 and Over, 1987-1996 and 1996-2005 


Distribution of Percentage Changes in Income In $2005 Percent Change in: 


Inifial 

Income 

Quintile 

Base 

Year 

Decreased 
more than 
50% 

Decreased 

5 to 50% 

No 

Change 

Increased 
5 to 50% 

Increased 
50 to 
100% 

Increased 
100% or 
more 

Mean 

Income 


Lowest 

1987-1996 

8.7 

10.3 

4.0 

17.0 

12.8 

47.3 

247.5 



1996-2005 

6.8 

9.3 

2.6 

14.2 

13.7 

53.5 

284.6 

108.7 

Second 

1987-1996 

6.0 

22.0 

8.7 

28,0 

14.8 

20.6 

53.9 

22.1 


1996-2005 

6,6 

17.1 

5.3 

28.4 

15.9 

26.8 

82.6 

38.0 

Middle 

1987-1996 

7.0 

29.2 

10.7 

28.7 

13,2 

11.2 

30.9 

9.1 


1996-2005 

6.0 

20.2 

7.6 

31.0 

17.0 

18.3 

52.5 

26.2 

Fourth 

1987-1996 

8.1 

34.5 

10.2 

30.9 

9,6 

6.6 

15.6 

2.3 


1996-2005 

6.7 

25.1 

7.9 

34.1 

15.6 

10.7 

15.6 

17.0 

Highest 

1987-1996 

14.2 

36.3 

9.1 

25.6 

7,4 

7.5 

9.6 

-1.8 


1996-2005 

12.5 

28.9 

8.3 

30.2 

11.9 

8.2 

25.0 

8.7 

Top 10% 

1987-1996 

18.0 

34.7 

8.1 

22.6 

7.6 

8.9 

10.3 

-4.0 


1996-2005 

16.4 

29.6 

7.8 

26.0 

11.2 

8.9 

25.8 

4.0 

Top 5% 

1987-1996 

23.2 

31.7 

6.5 

20.3 

8.0 

10.2 

9.4 

-8.2 


1996-2005 

22,6 

29.6 

6.8 

20.3 

10,3 

10.4 

27.7 

-3.7 

Top 1% 

1987-1996 

37.0 

26.7 

4.8 

14.3 

6.6 

10.7 

1.6 

-23.8 


1996-2005 

36.7 

25.8 

4.3 

13.3 

7,3 

12.6 

13.6 

-23.4 

All Income 

1987-1996 

9.0 

27.6 

8.8 

26.4 

11.3 

17.0 

24.1 

11.1 

Groups 

1996-2005 

7.9 

20.8 

6.5 

28.1 

14.7 

22.0 

41.0 

30.2 


Notes; For each initial income quintile, the upper row shows the distribution of changes over the 1987-1996 period and the lower 
row shows the 1 996-2005 period. Each row sums to I (K) pwcent across the first six columns. The table includes returns of 
households where the primary taxpayer filed in both years and is age 25 or over in the initial year. Income breaks for the base year 
quintiles and top percentiles are based on the tax returns of primary taxpayers whose age is 25 and over. Income is cash income in 
2005 dollars as defined in the Technical Appendix, 

Source: U S. Treasury Department. 1987-1996 Family Panel, Tax Yetw 1996 and 2005 Individual Income Tax Files. 
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The 400 Individual Income Tax Returns Reporting the Highest Adjusted 
Gross Incomes Each Year, 1992-2006 


Shown below are four tables from the Statistics of Income Division which contain information from 
the top 400 individual tax returns for each of Tax Years 1992 through 2006. These data are based 
on the returns with the largest Adjusted Gross Income reported each specific year shown and do not 
necessarily reflect the same taxpayers over time. Consequently, tables 1-3 should be used in 
conjunction with Table 4, which presents the number of times an individual return appeared among 
the 400 largest adjusted gross incomes over the 15-year period. 

Table 1 contains frequencies, money amounts, and average dollar amounts for the major income, 
deduction, and tax credits reported as part of the Form 1040 (U.S. individual Income Tax Return). It 
includes salaries and wages, interest income and capital gains. It also shows net income and net 
losses for returns with income from (1) businesses including farms, and (2) partnerships and S 
Corporations. Itemized deductions categories include faxes paid, interest paid and charitable 
contributions. Finally, the table presents several credit items including the foreign tax and general 
business credits, as well as data for the tentative research credit. 


Table 1 - Selected items for Taxpayers with the Top 400 Adjusted Gross Income (AGI), 1992-2006 [1] 

[Money amounts are in thousands of doilars] 


Tax year 


Cutoff for AGI 




Humber of 

returns in 
tfie ttx> 400 

Number of 

returns in 
tile population 

Amount 

(in whole dollars) 

In 1990 
dcrilars [2] 

On whole dcrilars) 


(1) 

(2) 

(3) 

(4) 



1992 

400 

113,604,503 

24,421,000 

22,7«),000 



1993 

400 

114,601,819 

22,559,000 

20,397,000 



1994 

400 

115,943.131 

23,817,000 

21.003,000 



1995 

400 

118.218,327 

27,261,000 

23,380,000 



1996 

400 

120,351.208 

37,804,000 

31,503,000 



1997 

400 

1^,421,991 

46,329,000 

37.727,000 



1998 

400 

124,770,862 

57.449,000 

45.812.000 



1999 

400 

127,075,145 

67,404,000 

52.866.000 



2000 

400 

129,373,500 

86,830,000 

65,880,000 



2001 

400 

130,255,237 

58,233,000 

42,977,000 



2002 

400 

130,076,443 

47,489,000 

34.512,000 



2003 

400 

130,423,626 

54,721,000 

38,864,000 



2004 

400 

132,226,042 

74,546,000 

51.589.000 



2005 

400 

134,372,673 

100,307,000 

67.140,000 



2006 

400 

138,394,754 

110,802,000 

71,726,000 






Adjusted g 

OSS ircome 


Number of 



In 1990 

Total for 

Top 400 returns' 

Tax year 

returns in 

Amount 

Average 

dollars [2] 

all returns 

percent of 


the top 400 





total 


<S) 

(6) 

C7) 

(8) 

(9) 

(10) 

1992 

4(X) 

18,716,032 

46,790 

17.442.714 

3,629,129,550 

0.52 

1993 

400 

18,527,854 

48.320 

16,752,129 

3,723,339,860 

0.50 

1994 

400 

13.466,682 

46,167 

16,284,552 

3,907,517,953 

0.47 

1995 

400 

20,345,145 

50,863 

17,448,666 

4,189,353,615 

0.49 

1996 

400 

29,883,593 

74.709 

24.902,995 

4,535,974,492 

0,66 

1997 

4M 

37.216,831 

93,042 

30,306.865 

4,963,949,986 

0.75 

1998 

400 

44,195,098 

110,488 

35,243,300 

5,415,972,847 

0-82 

1999 

400 

53,543,167 

133,858 

41,994,641 

5,855,467,909 

0.91 

2000 

400 

69,566.247 

173,918 

52,781.675 

6,365,376,648 

1.09 

2001 

400 

52,439,444 

131,099 

38,700.697 

6,170,603,942 

0,85 

2002 

400 

41,623,784 

104.059 

30.249,643 

6,033,585,532 

0.69 

2003 

400 

52,496.648 

131,242 

37.284,551 

6,207,106,793 

0.85 

2004 

400 

69,110,866 

172.777 

47.627,589 

6,788,805.130 

1.02 

2005 

400 

85,565,478 

213.914 

57,272.743 

7,422,495,663 

1.15 

2006 

400 

105,322,274 

263,306 

68.302,383 

8,030,842,945 

1.31 


Footnotes at end of the table. 
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Table 1 ~ Selected Items for Taxpayers with the Top 400 Adjusted Gross Income (AGI), 1992-2006 [1] - Continued 

IMoney amounts are in thousands of dollars] 



Salves wages 


Number of 




In 1990 

Total for 

Top 400 returns’ 

Tax year 

returns in 



Percent of AGI 

dollars [2] 

all returns 

fKrcent of 


the top 400 






total 


(11) 

(12) 

(13) 

(14) 

(5) 

(16) 

(17) 

1992 

366 

4,907,119 

13.407 

26.22 

4.573,271 

2,805,703,266 

0.17 

1993 

345 

3,073,467 

8.909 

16.59 

2,778,904 

2,892,120,390 

0.11 

1994 

352 

1,873,910 

5,324 

10.15 

1,652,478 

3,026.777,706 

0.06 

1995 

348 

2,870,395 

8.248 

14.11 

2,461,746 

3,201,458,569 

0.09 

1996 

345 

3,329,743 

9,651 

11.14 

2,774,786 

3,376,871,545 

0.10 

1997 

343 

4,374,872 

12,755 

11.76 

3,562,599 

3,613,918,456 

0.12 

1998 

354 

5,542,892 

15,658 

12.54 

4.420,169 

3,879,762,259 

0.14 

1999 

342 

7,861,599 

22,958 

14.66 

6,158,117 

4,132,473,459 

0.19 

2000 

336 

11,619,416 

34,582 

18.70 

8,815,945 

4,456,167,438 

0,26 

2001 

330 

8,010,118 

24.273 

15.27 

5,911,527 

4,565,229,218 

■ 0,18 

2002 

337 

4,902,371 

14,547 

11-78 

3,562,770 

4,559,690,903 

0.11 

2003 

334 

5,986,367 

17.923 

11.40 

4,251.681 

4,649,900,493 

0,13 

2004 

330 

8,653,750 

26,223 

12.52 

5,988,754 

4,921,806,344 

0,18 

2005 

332 

7,380,281 

22,230 

8.63 

4,939,947 

5,155,407,373 

0.14 

2006 

334 

7,806,073 

23,371 

7.41 

5,062,304 

5,469,370,119 

0.14 





Taxable interest 




Number of 




in 1990 

Total for 

Tch> 400 returns' 

Tax year 

returns in 


Average 

Percent of AGI 

dollars [2] 

all returns 

percent of 


the top 400 






total 


(18) 

(T9) 

(20) 

(21) 

(22) 

(23) 

(24) 

1992 

400 

1,383,629 

3,459 

7.39 


162,343,280 

0.85 

1993 

400 ** 

1,328,388 

3,321 

7.17 


131,140,527 

1.01 

1994 

400 ** 

1,414,669 

3,537 

766 


128,169,276 

1.12 

1995 

400 

1,935,406 

4.839 

9.51 


154,780,636 

1.25 

1995 

4Q0 

1,650,595 

4.126 

5.52 


185,672,564 

1.00 

1997 

400 

1,815,364 

4,538 

4.88 


171.700,242 

1.06 

1998 

400” 

1,704,744 

4.262 

3.86 


178,333,632 

0.86 

1999 

400 

1,667.937 

4,170 

3.12 


175,675,236 

0.95 

2000 

400 

2,735,136 

6,838 

3.93 


189,321,670 

1.37 

2001 

400” 

2,936,385 

7,341 

5.60 


198,177,814 

1.48 

2002 

400 

2,308,472 

5,771 

555 


149,024,899 

1.55 

2003 

400 ” 

2,577,760 

6,444 

4.91 


127,159,692 

2.03 

2004 

400 ” 

2,969,623 

7,424 

4.30 


125,474,158 

2.37 

2005 

400 ” 

5,740,724 

14,352 

6.71 


162,432,720 

3.63 

2006 

400 " 

6,167,563 

20.419 

7.75 


222,707,445 

3.67 





Dividends 13] 





Number of 




m 1990 

Total for 

Top 400 returns’ 

Tax year 

returns in 

Amount 

Average 

Percent of AGl 

dollars [2] 

all returns 

percent of 


the top 400 






total 


(25) 

(26) 

(27) 

(28) 

(29) 

(30) 

(31) 

1992 

390 

1,088,731 

2.792 

5.82 


77,925,720 

1,40 

1893 

388 

1,031,674 

2,659 

5.57 


79,726,631 

1.29 

1994 

388 

1,389,080 

3,580 

7.52 


82,410,237 

1.69 

1995 

390 

2.107,223 

5,403 

10.36 


94,592,325 

2.23 

1996 

394 

1,904,296 

4.833 

6.37 


104,264,986 

1.83 

1997 

393 

1,524,587 

3,879 

4.10 


120,493,432 

1.27 

1998 

400 ” 

1,410,781 

3.527 

3,19 


118,479,991 

1.19 

1999 

400 ” 

2,027,848 

5,070 

3.79 


132,465,522 

1.53 

2000 

400 ” 

1,926,856 

4,817 

2,77 


146,987,679 

1-31 

2001 

400 ” 

2,216,658 

5,541 

4.23 


119,533,324 

1.85 

2002 

392 

2,118,196 

5,404 

5.09 


103,241,332 

2.05 

2003 

390 

4,136,220 

10,606 

7.88 


115,141,232 

3.59 

2004 

400 ” 

8,184,710 

20,462 

11.84 


146,838,808 

5.57 

2005 

393 

5,894,885 

15,000 

6.69 


166,482,004 

3.54 

2006 

400 ” 

7,894,647 

19,737 

7,50 


199,359,146 

3.96 


Footnotes at end of the table. 
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Table 1 - Selected items for Taxpayers witti the Top 400 Adjusted Gross Income (AGI), 1992-2006 (1] ~ Continued 

[Money amounts are in thousands of cioilars] 





Net gans less loss 

mAGl 




Number of 


Hp||H 


In 1990 

Total tor 

Tc^ 400 returns’ 

Tax year 

returns in 

Amount 


l^rcentof AGI 

dollars [2] 

all returns 

percent of 


the top 400 






total 


(32) 

(33) 

(34) 

(35) 

(36) 

(37) 

(36) 

1992 

391 

6,752,378 

17,270 

36.06 

6,292,990 

118,229,536 

5.71 









1994 

400 ** 

9,649,968 

24.125 

52.26 

8,509,672 

142,288,352 

6.76 

1995 

400 ** 

8.971,380 

22,428 

44.10 

7,694,151 

170,415,206 

5.26 

1996 

400 •* 

18.945,650 

47, K4 

63.40 

15,788,042 

251,816,934 

7.52 

1997 

400 ’• 

24,845,175 

62,113 

66.76 

20,232,227 

356,083,267 

6.98 

1998 

400 ** 

32,220,889 

80,552 

72.91 

25,694,489 

446,083,839 

7.22 

1999 

400 ** 

39,071,339 

97,678 

72.97 

30,644,188 

542,758,116 

7.20 

2000 

400 •* 

49,970,972 

124,927 

71.83 

37,914,243 

630,542,431 

7.93 

2001 

400 ** 

34,712,848 

86,782 

66.20 

25,618,338 

326,527,451 

10.63 

2002 

400 •• 

25,627,089 

64.C«8 

61.57 

18,624,338 

238,788,770 

10.73 

2003 

400 *• 

31,809,611 

79,524 

60.59 

22,592,053 

294,354,009 

10.81 

2004 

400 ** 

39,295,353 

96,238 

56.86 

27,194,016 

473.661,638 

8.30 

2005 

400 •* 

49,946,781 

124.867 

58.37 

33,431,580 

688,015,218 

7-48 

2006 

400 ’• 

66,094,372 

165,236 

62.75 

42,862,757 

779,462,354 

8-48 


Capital gains subject to preferential rates [4] 



Number of 




In 1990 

Total for 

Top ■«>0 returns' 

Tax year 

returns in 

Amount 

Average 

Ptf cent of AGI 

dollars [2} 

all returns 

percent of 


the top 400 






total 


(39) 

(40) 

(41) 

(42) 

(43) 

(44) 

(45) 

1992 

391 

6,169,759 

15,779 

32.97 


74.762,692 

8.25 

1993 

393 

7,894,939 

20,089 

42.61 


87,938,073 

8,98 

1994 

400 •* 

9,353,043 

23,383 

50.65 


96,384,824 

9,70 

1995 

400 •• 

8,241,430 

20,604 

40.51 


112,243,598 

7,34 

1896 

400 *» 

17,586,362 

43,966 

$8.85 


177,473,299 

9,91 

1987 

365 

23,440.787 

64,221 

62.98 


316,215,652 

7.41 

1998 

372 

31.046.340 

83,458 

70.25 


413,878,816 

7,50 

1999 

364 

36,170,392 

99.369 

67.55 


479.944,123 

7,54 

2000 

372 

44,526,424 

119,695 

64.01 

33,783,326 

573.477.238 

7.76 

2001 

313 

29,832,816 

95,313 

56.89 

22,016,838 

310.242,169 

9.62 

2002 

291 

23,017,326 

79,097 

55.30 

16,727.708 

23S.916.040 

9.63 

2003 

383 

32,062,540 

83,714 

61.08 


356,615,034 

8.94 

2004 

393 

43,487,966 

110,656 

62.92 


554,147,952 

7.8S 

2005 

392 

51,328,960 

130,941 

59.99 


741,629,959 

6.92 

2006 

400 •• 

87.807,908 

169,020 

64.19 

43.844,298 

860.961,539 

7.85 




Net busmess i 

come (from both Sch 

edule C and F) 




Number of 




In 1990 

Total ter 

Top 400 returns' 

Tax year 

returns in 

Amount 


Percent of AGI 

dollars [21 

all returns 

percent of 


the top 400 






total 


(46) 

(47) 

(48) 

(49) 

(50) 

(51) 

(52) 

1992. 

96 

974,454 

10,151 

5.21 

903,159 

181,901,076 

0.53 

1993 

83 

243,195 

2.930 

1.31 

219,887 

184,040,454 

0.13 

1994 

73 

289,313 

3,963 

1,57 

255,126 

193,743,145 

0.15 

199! 

85 

339,155 

3,990 

1.67 

290,870 

198,072,953 

0.17 

1996 

84 

2<»,667 

2.459 

0.69 

172,139 

207,046.452 

0.10 

1997 

73 

106,653 

1,460 

0.29 

86,769 

217,815,200 

0.05 

1998 

59 

111,331 

1,887 

0.25 

88,781 

232,834.123 

0.05 

199S 

60 

567,791 

9,463 

1.06 

445,326 

240,890,428 

0.23 

200C 

51 

511,530 

10 , too 

0-74 

386,111 

250,574,438 

0.20 

2001 

56 

933,353 

16,667 

1.78 

688,821 

254,852,543 

0.36 

20C* 

44 

510,549 

11,603 

1,23 

371,038 

260,608,227 

0.19 

20C 

58 

188,088 

3,243 

0-36 

133,585 

273,378,464 

0.07 

2004 

55 

163,885 

2,960 

0.24 

113,415 

294,933,673 

0.06 

20C 

87 

606,318 

9,050 

0.71 

405,835 

320,510,505 

0.19 

2006 

74 

661,172 

6,935 

0.63 

428,778 

337,949,366 

0,20 


Footnotes at end of the table. 
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Table 1 •- Selected Items for Taxpayers with the Top 400 Adjusted Gross Income (AGI), 1992-2006 [1] -- Continued 

{Money amounts are in ttiousands of doilars] 



Net busffiess loss (frcRn both Schedule C and F) 


Number of 




In 1990 

Total for 

Top 400 returns' 

Tax year 

returns in 

Amount 

Average 

Percent of A6f 

dollars [2] 

ail returns 

percent of 


the top 400 






total 


(53) 

(54) 

(55) 

(56) 

(57) 

(58) 

(59) 

1992 

58 

51,265 

884 

-0.27 

47,777 

30,434,929 

0.16 

1993 

56 

20,050 

358 

-0.11 

18,128 

32,002,222 

0.06 






CO oaa 



1995 

43 

65,111 

1,514 

-0.32 

55,842 

36,579,268 

0.17 

1996 

45 

29,058 

646 

-0.10 

24.215 

37,207,298 

0.07 

1997 

46 

32,748 

712 

-0.09 

26,668 

37,921,427 

0.08 

1998 

52 

48,866 

936 

-0.11 

38,808 

38,367,785 

0.12 

1999 

54 

41,257 

764 

-0.08 

32.359 

38,719,277 

0.10 

2000 

60 

116,029 

2,321 

-0.17 

88,034 

45,743,802 

0.24 

2001 

57 

38,053 

8^ 

■0.07 

28,084 

49,084,828 

0.07 

2002 

64 

124,358 

1,943 

-0.30 

90,377 

54,244,375 

0.22 

2003 

58 

155,034 

2,673 

-0.30 

110,109 

56,094,670 

0.26 






taa 



2005 

62 

66,922 

1,079 

-0.08 

44,794 

62,978,235 

0.10 

2006 

72 

363,397 

5,047 

-0.35 

235,666 

71,753,424 

0.51 




Partnersh 

p and S Corporation 

et Income 



Number of 




In 1990 

Total for 

Top 400 returns' 

Tax year 

returns in 

Amount 

Average 

Percent of AGI 

dollars [2] 

all returns 

percent of 


the top 400 






tote! 


(60) 

(61) 

(62) 

(63) 

(64) 

(65) 

(66) 

1992 

222 

3,304,620 

■■■ ! 

17.66 

3,079,795 

128,704,285 

2.57 

1993 

253 

3,686,744 


19.90 

3,333,403 

133,437,568 

2,76 

1994 

250 

4,131,387 

Hin 

22.37 

3,643,198 

154,276,614 

2,68 

1995 

236 

4,340,601 


21.33 

3,722,643 

166,418,667 

2.61 

1996 

224 

4,071,411 

18,176 

13.62 

3,392,843 

190.739.214 

2.13 

1997 

226 

4,574,354 

20,241 

12.29 

3,725,044 

213,559,410 

2,14 

1998 

197 

4,261,621 

21,633 

9.64 

3,398,421 

240,836,136 

1.77 

1999 

171 

3,968,428 

23,207 

7,41 

3,112,493 

269,757,830 

1.47 

2000 

190 

5,868,124 

30,885 

8.44 

4.452,294 

285,424,885 

2.06 

2001 

180 

4,931,066 

27,395 

9.40 

3,639.165 

301,558,966 

1.64 

2002 

205 

8,962,676 

33,964 

16.73 

5,060,084 

314,665,137 

2.21 

2003 

213 

8,041,129 

37,752 

15.32 

5,711,029 

333,029,137 

2.41 

2004 

186 

9,886,476 

53,153 

14.31 

6,841.852 

398,690,527 

2.48 

2005 

252 

14,951,290 

59,331 

17.47 

10,W7,557 

492,020,754 

3.04 

2006 

228 

15,134,921 

66,381 

14.37 

9,815.124 

528,224,522 

2.87 




Partners 

hip and $ Corporatio 

net toss 


Number of 




In 1990 

Total ter 

Top 400 returns' 

Tax year 

returns in 

Amount 

Average 

Percent of AGI 

dollars [2] 

all returns 

percent of 


the top 400 






total 


(67) 

(68) 

(69) 

(70) 

(71) 

(72) 

(73) 

1992 

142 

292,809 

2,062 

•1,56 

272,888 

41,052,774 

0.71 

1993 

119 

362,054 

3,042 

-1.95 

327,354 

40,569,503 

0.S9 

1994 

124 

528,910 

4.265 

-2.86 

466,411 

39,890,769 

1,33 

1995 

136 

767,159 

5,641 

-3-77 

657,941 

40,666,189 

1.89 

1996 

139 

653,567 

4,702 

-2.19 

544,639 

43.959,596 

1.49 

1997 

140 

678,163 

4.844 

-1.82 

552,250 

45,236,146 

1,50 

1996 

173 

1,653,302 

9,557 

-3.74 

1,318,423 

53,481,544 

3,09 

199S 

193 

2,078,113 

10,757 

-3.88 

1,628,324 

58,685,867 

3.54 

200C 

173 

3,650,145 

21,099 

-5.25 

2,769,457 

72,511,266 

5.03 

2001 

178 

1,942,839 

10,915 

-3-70 

1,433,829 

76,448,671 

2,54 

2002 

187 

1,797,180 

10,762 

-4.32 

1,306,090 

76,697,948 

2.34 

2003 

160 

1,581,495 

9,884 

-3.01 

1,123,221 

78,972,015 

2.00 

2004 

189 

1,727,217 

8,139 

-250 

1,195,306 

82,697,364 

2.09 

2{M)5 

135 

1,741,938 

12,903 

-2.04 

1,165,956 

89,694,035 

1.94 

2006 

166 

2,827,995 

17,036 

-2.69 

1,833,979 

102,747,208 

2.75 


Footnotes at end of the table. 
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Table 1 '• Selected Items for Taxpayers with the Top 400 Adjusted Gross Income (AGi), 1992>2008 [1] ~ Continued 

{Money amounts are in tfiousands of doliarsj 



T(4^ staaitoy a#jstments 


Number of 




In 1990 

Total for 

Top 400 returns' 

Tax year 

returns in 



Potent of AGI 

dollars [2] 

ail returns 

percent of 


the top 400 






total 


(74) 

(75) 



(78) 

(79) 

(80) 

1992 

169 

7,149 

42 


6,663 

35,464,254 

0.02 

1993 

189 

10,279 

54 


9,294 

36,624.273 

0.03 

1994 

248 

14,418 

58 


12,714 

39,103,321 

0-04 

1995 

255 

14,725 

58 


12,628 

41,139,577 

0-04 

1996 

245 

16,300 

67 


13,583 

42,646,933 

0-04 

1997 

238 

17,432 

73 

o.os 

14,196 

46.954,680 

0.04 

1998 

249 

14,777 

59 

0.03 

11,784 

51,530,709 

0.03 

1999 

217 

22,758 

105 

0.04 

17,850 

^,698,800 

0.04 

2000 

223 

34.077 

153 

0.05 

25,855 

58,609,518 

0.06 

2001 

219 

37,030 

189 

0.07 

27,328 

60,572,768 

0.06 

2002 

216 

17.635 

82 

0.04 

12,816 

77,161,432 

0.02 

20: 

218 

18,925 

87 

0,04 

13,441 

87.575,677 

0.02 

2004 

229 

15,690 

69 

0.02 

10,858 

98,046,679 

0.02 

20 

276 

163,441 

556 

0.18 

102,705 

109,396,547 

0.14 

20 

287 

176,875 

616 

0.17 

114,705 

113,845,357 

0.16 


Tc4a< itemized deductions dc^ed on Form 1040 


Number of 



Percent of 

in 1990 

Total for 

Top 400 returns’ 

Tax year 

returns in 

Amount 

Average 

itemized 

dollars [2] 

all returns 

percent of 


the top 400 



deductions 



total 


(81) 

(82) 

(83) 

(84) 

(85) 

(86) 

(87) 

1992 

400 ’• 

1,832,264 

4,581 

80.63 

1,707.609 

481,945,631 

0.38 

1993 

400 ’• 

2.256,254 

5,641 

83.73 

2,040,013 

490,403,708 

0,46 

1994 

400 *• 

2,243,299 

5.606 

83 38 

1,978,218 

493.654.068 

0.45 

1895 

394 

2,304,947 

s.eso 

82.28 

1,976,798 

527.374,034 

0.44 

1896 

400 •• 

3,600,586 

9,001 

62.91 

3,000,489 

572,541.293 

0.63 

1997 

400** 

4,255,766 

10,639 

82.54 

3,465,608 

620,810,172 

0.69 

1998 

394 

5,050,380 

12.818 

83.98 

4.027.416 

676,460.336 

0,75 

1999 

400 •• 

6,381,236 

15.953 

83.98 

5.004.^1 

741.376.847 

0.86 

2000 

400 •• 

9,346,219 

23,371 

84,67 

7.092,731 

822,360,510 

1.14 

2001 

392 

7,902,719 

20,160 

86.39 

5,832,265 

684,528,260 

0.89 

2002 

392 

5.672,772 

14,471 

85.59 

4,122,654 

898,047,320 

0.63 

2003 

400 •* 

7,099,025 

17.748 

84.76 

5,041.021 

901,864,834 

0.79 

2004 

400 *• 

10,009,341 

25,023 

85.48 

6.926,660 

998,238,457 

1,00 

2005 

400 ” 

12,142,594 

30,356 

85.72 

8,127.573 

1,121,810,935 

1.08 

2006 

400" 

16,391,842 

40,960 

90.64 

10.630,248 

1,229,237.288 

1.33 




Iterr 

ized deductions limit 

ition 




Number of 



Percent of 

ln1990 

Total for 

Top 400 returns' 

Tax year 

reborns In 

Amount 

Average 

itemized 

dollars [2] 

all returns 

percwrtof 


the top 400 



deductions 



total 


(88) 

(89) 

(90) 

(91) 

(92) 

(93) 

(94) 

1992 

400" 

440,036 

1,100 

19.37 

410,099 

12,751,272 

3,45 

1993 

400 " 

438,500 

1,096 

16.27 

398,474 

12,755,843 

3.44 

1994 

400 " 

447,241 

1,118 

18.62 

394,393 

13,356,396 

3.35 

199£ 

394 

496,269 

1,260 

17.72 

425,617 

15,557,237 

3.19 

1996 

400" 

742.314 

1.856 

17.09 

618,595 

19,082,977 

3.89 

1997 

400 " 

900,051 

2,250 

17.46 

732,940 

23,263,469 

3.87 

1996 

393 

963,298 

2,451 

16.02 

768,180 

28,948,018 

3.57 

199S 

394 

1,217,595 

3,090 

16.02 

954,977 

31,965,547 

3.81 

2000 

400 " 

1,693,078 

4,233 

15.33 

1,284,581 

38,066,131 

4.45 

2001 

392 

1,244,910 

3,176 

13.61 

918,753 

30,982,180 

4,02 

2002 

392 

955,409 

2.437 

14.41 

694,338 

26,986,528 

3.54 

2003 

400 " 

1,276,806 

3,192 

15.24 

906,622 

28,947,046 

4.41 

2004 

400 " 

1,700,673 

4,252 

14.52 

1.176,936 

36,761,913 

4.63 

2005 

400" 

2,023,546 

5,059 

14.28 

1,354.449 

45,323,612 

4.46 

2006 

400 " 

1.692,441 

4,231 

9.36 

1,097,562 

35,152,244 

4.81 


Footnotes at end of the table. 
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Table 1 - Selected Items for Taxpayers with ttie Top 400 Adjusted Gross Income (AGI), 1992-2006 [1J - Continued 

[Money amoiints are in thousands of dollars] 



Ts«9 paid deduction 

Tax year 

Number of 

returns in 
ttie top 400 

Amount 

Average 

Percent of 

itemized 

deduc^ns 

In 1990 
dollars [2] 

Total for 

all returns 

Top 400 returns’ 
percent of 
total 


(95) 

(96) 

(97) 

(98) 

(99) 

(100) 

(101) 



1,075,363 

2,688 









169,850,372 

0.65 








0.50 





37.98 

912,410 

188,643,888 

0.56 






1,181,368 

203,775,741 

0.70 



1,491,390 

1,553,566 











241,782,812 

0.64 







0.70 






2,332,165 

294,711,547 

1.04 







307,374,817 

0.72 








0-58 








0.63 








0.78 




9,198 

25.97 

2,462,640 

400,390,045 

0.92 

2006 

400** 

4,614,691 

11.537 

25.52 

2.992,666 

432,774,100 

1,07 





nterest paid deductio 



Tax year 

Number of 

returns in 
the top 400 

Amount 

Average 

Percent of 

itemized 

deductions 

In 1990 

dollars [2] 

Total for 

all returns 

Top 400 returns’ 
percent of 
total 


(102) 

(103) 

(1CW) 

(105) 

(106) 

(107) 

(108) 






389,013 

208,655,776 

0.20 






469.428 

200,189,793 

0.26 







187,240,013 

0.30 





20,50 

492,542 

215.077,974 

0.27 








0.24 








0.30 





14.51 

695,713 

271,624,314 

0.32 





14.85 

685.335 

291.552,907 

0.39 








0.55 






1.203,974 

340,900.751 

0,47 






666,013 

351,485,773 

0.26 







340,319,125 

0.32 







356,355,994 

0.30 







405,718,259 

0.56 

2008 

354 

3,069,162 

8,670 

1697 

1,990,377 

470.474,844 

0.65 




Toll 

1 

1 

1 


Tax year 

Number of 

returns In 
the top 400 

Amount 

Average 

Percent of 

itemized 

deductions 

In 1990 
dollars [2) 


Top 400 returns' 
percent of 
total 


(109) 

(110) 

(itl) 

(112) 

(113) 

(114) 

(115) 






611.988 

63,843,261 

1,03 







68,354,293 

1.48 



1,168,191 

1,131,003 





1.66 






74,991,519 

1.51 



6.060 

54.14 

1.959,520 

86,159,305 

2.73 





55.47 

2,328,685 

99,191,962 

2.88 




9,139 

59.12 

2.835,096 

109,240,078 

3.25 




11,721 

59.70 

3,557,798 

125.798.548 

3.61 




15.159 

54.92 

4,600,696 

140,681,631 

4,31 




13,126 

55,39 

3,739,302 

139,241,476 

3,64 




9,414 

54.66 

2,633,888 

140,571,365 

2.58 




11,990 

55.54 

3,303,999 

145,702.137 

3.19 





62.64 

5,075,904 

165,564,383 

4.43 



7,558,864 

9,692.724 




183,380,686 

4,12 

2006 

393 

24,663 

53.60 

6,285,613 

186,646.644 

5.19 


Footnotes at end of tfie table. 
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Table 1 - Selected Items for Taxpayers with the Top 400 Adjusted Gross Income (AGI), 1992-2006 pj ~ Continued 

[Money amounts are in thousands of dtrilars] 



limited miscellaneous dedui^ions 


Number of 



Percent of 

In 1990 

Total for 

Top 400 rebjms' 

Tax year 

returns in 

Amount 

Average 

itemized 

ddlars [2] 

all returns 

percent of 


the top 400 



deductions 



total 


(116) 

(117) 

(118) 

(119) 

(120) 

(121) 

(122) 

1992 

23 

40,867 

1,777 

1.80 

38,087 

27,118,104 

0.15 

1993 

37 

49.547 

1,339 

1.84 

44,799 

28,763,326 

0.17 

1994 

23 

23,147 

1.0t» 

0.86 

20,412 

29.496,003 

0.08 

1995 

26 

31,236 

1,201 

1.12 

26,789 

31,027,496 

0.10 

1996 

27 

24,334 

901 

0.56 

20,279 

34,042,566 

0.07 

1997 

25 

42,205 

1,888 

0.82 

34,369 

37.426.844 

0,11 

1998 

18 

28,163 

1,565 

0.47 

22,459 

40,546,291 

0.07 

1999 

21 

60,456 

2,879 

0.80 

47.416 

44,730,274 

0.14 

2000 

32 

116,717 

3,647 

1.(» 

88,556 

51,241.173 

0.23 

2001 

37 

154,433 

4.174 

1.69 

113,972 

57,909,182 

0.27 

2002 

35 

157,700 

4,506 

2.38 

114,608 

63,551,146 

0,25 

201 

31 

155,398 

5,013 

1.86 

110,368 

63,181,572 

0.25 

2004 

33 

208,127 

6,307 

1.78 

144,033 

68,533,122 

0,30 

201 

35 

227,431 

8,498 

1.61 

152,229 

76,183,408 

0.30 

2000 

44 

325,744 

7,403 

1.60 

211,247 

76.666,241 

0,42 



Total unlimited miscellaneous deductions 


Number of 



Percent of 

In 1990 

Total for 

Top 400 returns' 

Tax year 

returns in 

Amount 

Average 

itemized 

dollars [2} 

ail returns 

percent of 


the top 400 



deductions 



total 


(123) 

(124) 

(125) 

(126) 

(127) 

(128) 

(129) 

1992 

23 

81,944 

3,563 

3.61 

76,369 

2.411,721 

3.40 

1993 

34 

2,177 

64 

0.08 

1.968 

2,769,771 

0,08 

1994 

25 

31,777 

1,271 

1.18 

28,022 

3,571,981 

0.89 

199J 

19 

803 

42 

0.03 

688 

4,450,123 

0,02 

1996 

24 

736 

31 

0.02 

613 

4.614.234 

0.02 

1997 

17 

2,572 

151 

0.05 

2.095 

5,860,372 

0,04 

1996 

19 

4,314 

227 

0.07 

3.440 

7,037,020 

0.06 

1999 

16 

6.272 

392 

0.06 

4,919 

9.194,694 

0.07 

2000 

16 

1,861 

118 

0.02 

1,427 

10,570,755 

0.02 

2001 

19 

87,060 

4,582 

0.95 

64,251 

11,665,756 

0.76 

2002 

15 

174,126 

11,608 

2.63 

126,545 

13,190,741 

1.32 

2002 

17 

358,300 

21,078 

4.26 

264,474 

13.100,751 

2,73 

2004 

131 

270,018 

2.061 

2,31 

186,863 

18,924,756 

1.60 

200S 

17S 

426,716 

2,438 

3,01 

285.620 

19,114,049 

2.23 

2006 

192 

381,963 

1,989 

2.11 

247,706 

21.987,875 

1,74 




Taxable 

income 





Number of 



In 1990 

Total for 

Top 400 returns’ 


Tax year 

returns tn 

Amount 

Average 

dollars [ 2 ] 

all returns 

percent of 



the top 400 





total 



(130) 

(131) 

(132) 

(133) 

(134) 

(135) 


1992 

400 

16,883,751 

42.209 


2,395,695,907 

0.70 


1993 

400 •• 

16,277,681 

40.694 

14,717,614 

2,453.542,706 

0.66 


1994 

400 •• 

16,229,104 

40,573 

14,311,380 

2.597,980.066 

0.62 


1995 

400 

18,040,169 

45,100 

15.471,843 

2,613.826,386 

0.64 


1996 

400 " 

26.284,026 

65,710 

21,903,355 

3,089,687,389 

0.85 


1997 

400 

32.961.052 

82.403 

26.841.247 

3,429,109,165 

0.96 


1998 

400 

39,144,688 

97,862 

31,215,860 

3.760,838,200 

1.04 


1999 

400 ” 

47,165,706 

117.914 

36.992.711 

4,136,119,714 

1.14 


2000 

400 •* 

60,219.004 

150.548 

45.689,684 

4,544,242,424 

1.33 


2001 

400” 

44,536,876 

111.342 

32,868,543 

4,268,506,425 

1.04 


2002 

400 ” 

36.966.789 

89,917 

26,138,655 

4,096,127,651 

0.38 


2003 

400 •• 

45,421,173 

113,553 

32,259,356 

4,200,218,439 

1.08 


2004 

400 ” 

59,104,404 

147,761 

40,902,702 

4,670,165,637 

1.27 


2005 

400” 

73.437,178 

183,593 

49,154,737 

5,137,165,874 

1,43 


2006 

400 *• 

88,980,271 

222,451 

57,704,456 

5,579,145.443 

1.59 



Footnotes at end of the table. 
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Table 1 - Selected items for Taxpayers with the Top 400 Adjusted Gross Income (AGI), 1992*2006 [1] -- Continued 


[Money amounts are in thousands of dollars] 


Tax year 

Memattve rranimian tax 

Number of 

returns in 
the top 400 

Amount 

Average 

In 1990 
dollai^ [2] 

Total for 

all returns 

Top 400 returns' 
percent of 
total 


(136) 

(137) 

(138) 

(139) 

(140) 

(141) 

1992 

21 

14,982 

713 

13,962 

1,357,063 

1.10 

1993 

75 

34,636 

462 

31,317 

2,052,790 

1.69 

1994 

63 

26,102 

414 

23.018 

2,212,094 

1.18 

1995 

55 

23,178 

421 

19.879 

2,290,576 

1.01 

199' 

69 

43,086 

624 

35,905 

2,812,746 

1.53 

1997 

85 

40,255 

474 

32,781 

4,005,101 

1.01 

1998 

83 

40,607 

489 

32,382 

5,014,549 

0.81 

1999 

60 

42,954 

716 

33,690 

6,477,697 

0.66 

200 

91 

126,799 

1,393 

96,205 

9,600,840 

1.32 

2001 

83 

99,574 

1,200 

73,486 

6,756,705 

1.47 

2002 

85 

40,245 

473 

29,248 

6,853,901 

0.59 

2003 

82 

64,108 

782 

45,531 

9.469,803 

0,68 

2004 

98 

106,532 

1,087 

73,725 

13,029,239 

0.82 

2005 

105 

146,788 

1,398 

98,251 

17,421,071 

0.84 

2006 

139 

308,237 

2,218 

199,894 

21,564,586 

1.43 




Total < 

r^tedits 




Number of 



In 1990 

Total for 

Top 400 returns' 

Tax year 

returns in 

Amount 

Average 

dollars [2] 

ail returns 

percent of 


the top 400 





total 


(142) 

(143) 

(144) 

(145) 

(146) 

(147) 

1992 

250 

136,855 

547 

127,544 

5,690.280 

2.41 

1983 

281 

140,218 

499 

126,780 

5,858.492 

2.39 

1 994 

296 

163.584 

553 

144,254 

6,141,494 

2.88 

1995 

300 

163,427 

545 

140,160 

6,894,461 

2.37 

1996 

315 

216,846 

688 

180,705 

7.740,814 

2.80 

1997 

314 

145,930 

465 

118,835 

8,410,868 

1.74 

1998 

298 

159,990 

537 

127,584 

27,823.908 

0.S8 

1999 

327 

204,402 

625 

180,315 

33,974,279 

0,60 

2000 

336 

297,213 

885 

225,503 

35,753,613 

0.83 

2001 

339 

186,559 

550 

137.682 

44,160,998 

0.42 

2002 

295 

358,785 

1,216 

280,745 

38.747.463 

0.93 

2003 

309 

330,084 

1,068 

234,434 

41,069,375 

0.80 

2004 

330 

434.705 

1,317 

300,834 

51.599,346 

0.84 

2005 

347 

605,701 

1,746 

405,422 

54,571,100 

1.11 

2006 

343 

877,951 

2.560 

569,358 

58,141,809 

1,51 




Foreign i 

tax credit 




Number of 



In 1990 

Total for 

Top 400 returns' 

Tax year 

returns in 

Amount 

Average 

dollars [2] 

ail returns 

percent of 


the top 400 





total 


(148) 

(149) 

(ISO) 

(151) 

(152) 

(153) 

1992 

217 

110,307 

508 

102,803 

2,047,275 

5,39 

1993 

244 

110,836 

454 

100,213 

2,217,865 

5-00 

199<1 

256 

126,009 

492 

111,119 

2,308,948 

5.46 

1995 

268 

133,344 

498 

114,360 

2,965,313 

4.50 

1996 

296 

183,957 

621 

153,298 

3,538.835 

5.20 

1997 

293 

116,879 

399 

95,178 

4,073,461 

2.87 

1998 

273 

118,132 

433 

94,205 

4,677,022 

2.53 

189S 

300 

177.530 

592 

139,239 

4,941,010 

3,59 

2000 

320 

277,103 

866 

210,245 

5,990,360 

4.63 

2001 

308 

168,462 

547 

124,327 

6,254,559 

2.69 

2002 

264 

303,975 

1,151 

220,912 

5,933,600 

5.12 

2003 

282 

270,953 

961 

192,439 

5,805,555 

4.67 

2004 

314 

382,270 

1,217 

264,546 

6,757,994 

5,66 

2005 

324 

553,084 

1,707 

370,203 

9,361,989 

5-91 

2006 

321 

821,302 

2,559 

532,621 

10,958,470 

7,49 


Footnotes at end of the table. 
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Table 1 -- Selected Items for Taxpayers with the Top 400 Adjusted Gross Income (AGI), 1992-2006 [1] -• Continued 


{Money amounts are in thousands of dollars] 


Tax year 

Qener^ business credit 

Number of 

returns in 
the top 400 

Amount 

Average 

tn1990 
dollars [ 2 ] 

Total for 

all returns 

Top 400 returns’ 
percent of 
total 


(154) 

(155) 

(156) 

(157) 

(158) 

(159) 

1992 

59 

18,448 

313 

17,193 

574,633 

3.21 

1993 

54 

15.867 

294 

14,347 

578.304 

2.74 

1994 

78 

21,456 

275 

18,921 

690,038 

3.11 

1995 

82 

14,339 

175 

12,297 

702,906 

2.04 

1996 

77 

9,919 

129 

6,266 

742.891 

1,34 

1997 

62 

8,691 

140 

7,077 

826,320 

1.05 

1998 

72 

19,943 

277 

15,903 

732,487 

2.72 

1999 

82 

7,805 

95 

6.121 

783,920 

1.00 

2000 

61 

3,979 

65 

3.019 

764,253 

0.52 

2001 

79 

8.209 

104 

6,058 

713,974 

1.15 

2002 

70 

7,620 

109 

5.538 

750,855 

1.01 

2003 

90 

18,385 

204 

13,058 

612,744 

3.00 

2004 

90 

15,540 

173 

10,754 

635,391 

2.45 

2005 

111 

32,026 

289 

21,436 

877,850 

3.65 

20C 

107 

47,808 

447 

31,004 

1.302,464 

3.67 




Prior year min 

1 

1 

I 

1 




Number of 



In 1990 

Total for 

Top 400 returns' 

Tax year 

returns in 

Amount 

Average 

dollars {2] 

all returns 

percent of 


the top 400 





total 


(160) 

(161) 

(162) 

(163) 

(164) 

(165) 

1992 

29 

5,000 

172 

4,660 

283,960 

1.76 

1993 

29 

8,083 

279 

7,308 

256,340 

3,15 

1994 

17 

8,986 

529 

7,924 

376,558 

2.39 

1995 

25 

9,939 

398 

8,524 

468,755 

2.12 

1996 

25 

17,165 

607 

14,304 

669,545 

2.56 

1997 

30 

11,484 

383 

9,352 

681,282 

1.69 

1990 

25 

9,905 

396 

7,899 

616,389 

1.21 

1999 

44 

12,077 

274 

9,472 

996,461 

1.21 

2000 

35 

11,681 

334 

8,863 

1,287,661 

0.91 

2001 

19 

6.324 

333 

4,667 

1,438,041 

0.44 

2002 

22 

7,169 

326 

5,210 

976,398 

0.73 

2003 

22 

4,705 

214 

3,342 

916,538 

0.51 

2004 

20 

13,684 

489 

9,470 

902,000 

1.52 

2005 

30 

18,199 

479 

12,181 

1,081,252 

1.68 

2006 

18 

4,323 

240 

2,803 

1,032,247 

0.42 




Tentative rese 

arch credit (5) 




Number of 



In 1990 

Total for 

Top 400 returns' 

Tax year 

returns in 

Amount 

Average 

dollars [2] 

all returns 

percent of 


the top 400 





total 


(166) 

(167) 

(168) 

(169) 

(170) 

(171) 

1992 

36 

13,190 


12,293 

65,900 

20.02 

1993 

31 

12,019 


10,867 

123,343 

9.74 

1994 

35 

10,047 


8,860 

95,833 

10.48 

1995 

35 

5.023 


4,308 

76,197 

6.59 

1996 

36 

4,059 

113 

3,382 

61,864 

6.56 

1997 

28 

6,519 

233 

5,308 

137,473 

4.74 

1998 

30 

12,263 

409 

9,779 

122,884 

9.98 

1999 

33 

2,322 

70 

1,821 

124,706 

1.86 

2000 

24 

2,256 

94 

1,711 

96,402 

2.34 

2001 

33 

4,875 

148 

3,597 

103,835 

4.69 

2002 

39 

4,200 

108 

3,052 

171,934 

2.44 

2003 

38 

10,116 

266 

7,184 

169,229 

5.98 

2004 

39 

6,990 

179 

4,837 

240,861 

2.90 

2005 

54 

12,122 

224 

8,114 

273,068 

4.44 

2006 

75 

22,646 

302 

14,686 

387,959 

5.84 


Footnotes at end of the table . 
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Table 1 -- Selected Items for Taxpayers with the Top 400 Adjusted Grass Income (AGI), 1992-2006 -- Continued 

[Money amounts are in thousands of dc^lars) ■ 


Tax year 

tnconetax 

Average 
tax rate 

Number of 

returns in 
tile top 400 

Amount 

Average 

in 1990 
dollars [ 2 ] 

Total fw 

aii returns 

Top 400 returns' 
percent of 
total 

Percent 


(172> 

(173) 

(174) 

(175) 

(176) 

(177) 

(178) 

19S2 

400 

4,936,697 

12.342 

4,601,023 

476,238,785 

1.04 

26.38 

1993 

400 

5,437,295 

13,593 

4,916,180 

502,787,806 

1.03 

29.35 

1994 

400 

5,275,239 

13,186 

4,651,867 

534,856,339 

0.99 

28.57 

1995 

400 ** 

6,088,571 

15,221 

5,221.759 

588,419,030 

1.03 

29.93 

1996 

400 *• 

8,309,376 

20,773 

6,924,480 

658,244,750 

1.26 

27.81 

1997 

400 ’* 

8,991,855 

22,480 

7,322,358 

731,321,399 

1.23 

24.16 

1998 

400 

9,731,299 

24.328 

7,760,206 

788,541,979 

1,23 

22.02 

1999 

400 *• 

11,900,254 

29,751 

9,333,533 

877,401,489 

1.36 

22.23 

2000 

400 ** 

15,507,223 

38,768 

11.765,723 

960.645,201 

1.58 

22.29 

200 • 


11,981.382 

29,953 

8,842,349 

887,973,968 

1.35 

22.85 

2002 


9,522,648 

23,807 

6.920.529 

796,986,268 

1.19 

22.88 

2003 


10,250,277 

25,626 

7,280,026 

748,017,488 

1.37 

19.53 

2004 


12,550,332 

31,376 

8,685,351 

831,976,333 

1.51 

18.16 

2005 


15,599,966 

39,(W0 

10,441,744 

934,635,769 

1,67 

18.23 

2006 


18,086,563 

45,216 

11,729.288 

1.023,920,139 

1.77 

17-17 


[IJThedsflnjtlons tor tfems used inihe table can be tound in PiftlleetiMi 1364. Staf;$(>sso/ toeome totXi/aduaf Awome TAt Ream. Section e.atinsfolkiwins link- htlp:f/www.irs 9aytpu&/i<'s-soii06insec4.pdf. 
12] inflaticn-sdjusted data were calculated using the consumer price Index ftom Bureau ot Labor based on iSS0=100. 

|3) For Tax Year 2003. quaHSsddhndends totaled S3.321.2S4 of Ihedividentfs amount For Tar Yev 2004. quatib»ddivi(lendsl(Kated$7.409.9&9 of the dividends ameuttt. 


For Tax Year 2005, qualified dividends totaled 34,930,549 ofthedirSdends amount. ForTax Year 2006. quaHeddiviOeflOslolate) $6,253,127 of the dhrdends amount. 

14| For Tax Years 2003. 2004, 2005. and 2006 includes qualKled ditadends. 

(S| This research credd was befve any IlmitMcn tor tax or Memative minimum (ax. The nseartb cieAl eller these imMMions were s^iplied was rnckKled in the general buainass credit totals. 
- Return frequency rounded to protecs the eonPdentiallty of tax return informafion. 
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The 400 Individual income Tax Returns Reporting the Highest Adjusted 
Gross Incomes Each Year, 1992-2006 

Table 2 shows ranges of marginal tax rate for the various statutory rates (including the 
alternative minimum tax rates) in effect for tax years 1992 through 2006. Please note that 
statutory rates changed several times over this period, so the grouping allows for 
underlying trends to be shown. 


Table 2 - Marginal Tax Rates for Taxpayers with the Top 400 
Adjusted Gross Income (AGI), 1992-2006 


Tax Year 

Marginal tax rate 

0 percent 

under 

26 percent 

26 percent 

and 

28 percent 

31 percent 

1 

35 percent 

and 

over 


(1) 

(2) 

(3) 

(4) 

1992.. 

58 


342 


1993 

14 

75 

- 

311 

1994 

30 

65 

- 

305 

1995 

21 

56 

- 

323 

1996 

43 

69 


288 

1997 

36 

86 

- 

278 

1998 

56 

84 

- 

260 

1999 

65 

60 

- 

275 

2000 

47 

91 

- 

262 

2001 

54 

83 

- 

263 

2002 

40 

85 

- 

275 

2003 

53 

84 

- 

263 

2004 

51 

102 

- 

247 

2005... 

50 

107 

- 

243 

2006 

27 

140 

1 

233 
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The 400 Individual Income Tax Returns Reporting the Highest Adjusted 

Gross Incomes Each Year, 1992-2006 

Table 3 shows the range of average tax rates up to 35 percent and over, computed as total 
income tax divided by adjusted gross income. Total income tax is defined as Income tax after 
credits plus the alternative minimum tax for tax years 1992 through 1999. Due to a legislative 
change, income tax after credits included the alternative minimum tax for tax years 2000 
through 2006. 

Tabb3^^^g^^(^erage|TaxR^sforTaxgUferewKhJ^Jo£«0^ustod^roMj^»me_^GI|jJ99MM|_ 


Effective (average) tax rate 


Tax Year 

0 percent 

under 

10 percent 

1 0 percent 

under 

15 percent 

15 percent 

under 

20 percent 

20 percent 

unda* 

25 percent 

25 percent 

under 

30 percent 

30 percent 

under 

35 percent 

35 percent 

and 

over 


(1) 

(2) 

(3) 

(*) 

(5) 

(6) 

(7) 



10 

17 

62 

234 

71 






SO 

147 

77 

97 


9 


16 

55 

158 

64 

96 


7 


13 

32 

148 

85 

110 




24 

61 

180 

57 

68 



10 

70 

141 

67 

42 

63 



31 

109 

146 

28 

27 

52 


7 

31 

104 

133 

27 

34 

64 




96 

141 

36 

35 

52 




108 

94 

22 

44 

83 



34 

86 

110 

38 

60 

62 



75 

116 

53 

52 

60 



27 

112 

103 

34 

51 

73 


2005 

23 

121 

111 

39 

47 

59 

_ 

2006 

31 

113 

125 

34 

50 

47 

- 
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The 400 Individual Income Tax Returns Reporting the Highest Adjusted 

Gross Incomes Each Year, 1992-2006 

Table 4 presents data for the 400 taxpayers reporting the highest adjusted gross incomes (AGI). This 
table shows the number of times that these returns were In this group for each of Tax Years 1992 through 
2006. In interpreting the data presented in Tables 1-3, two aspects of the selection of returns are 
particularly important. First, the 400 returns with the highest AGI were selected in each year, although the 
total number of returns filed increased every year (except 2002) between 1992 and 2006. Thus, the top 
400 returns represent a slightly declining share of the total number of returns filed. Second, 400 returns 
were separately Identified each year based on AGI in that year. Therefore, it did not matter for 
identification whether the taxpayer had been in the top 400 in any prior year or appeared in the top 400 in 
any subsequent year. Over the 1 5 tax years a total of 6,000 returns were identified for the table. There 
were 3,305 different taxpayers representing the top 400 returns of each year. Of these taxpayers, a little 
more than 27 percent appear more than once and slightly more than 15 percent appear more than twice 
(see columns 2 and 3). In any given year, on average, about 40 percent of the returns were filed by 
taxpayers that are not in any of the other 14 years (see columns 4 and 5). In each year, 8 (or 2.0 percent) 
of the returns are for taxpayers who can be found in all 15 years. Thus, the data shown in the table 
mostly represent a changing group of taxpayers over time, rather than a fixed group of taxpayers. 


Table 4-~Frequency of Appearing In the Top 400 Tax Returns by Adjusted Gross Income, Tax Years 1992-2006 £1) 


Number of 
years in Top 400 

Number of 

primary fliers in group [2} 

Percent of 

primary filers represented 
by each group 

Number of returns 
in total Top 400 population 
over 15-year period 

Percent of 
returns represented 
by each group 

(1) 

(2) 

(3) 

(4) 

(5) 

1 

2,394 

72.44 

2,394 

39.90 

2 

408 

12.34 

816 

13.60 

3 

173 

5.23 

519 

8.65 

4 

97 

2.93 

388 

6.47 

5 

62 

1.88 

310 

5.17 

6 

34 

1.03 

204 

3.40 

7 

31 

0.94 

217 

3.62 

8 

21 

0.64 

168 

2.80 

9 

17 

0.51 

153 

2.SS 

10 

13 

0.39 

130 

2.17 

11 

12 

0.36 

132 

2.20 

12 

12 

0.36 

144 

2.40 

13 

17 

0.51 

221 

3.68 

14 

6 

0.18 

84 

1,40 

15 

8 

0.24 

120 

2.00 

Total 

3,305 

100.00 

6.000 

100.00 


{1] The top 400 returns on the basis of adjuster! gross Income (AGl) were selected from the indiviaual income Tax Complete Report Files prepared by the 
Statistics of Income Division of IRS for Tax Years 1 992 through 2006. These files contain samples of income tax returns that were processed by the 
IRS in Processing Yeara 1994 thrwigh 2007 (for example, the Tax Year 1992 file is based wi a sample of returns processed by iRS In 1993). 

Secause very hlgh-lneome returns are sampled at a 100% rste, all of the top 400 returns were included in the sample for each year 
[2) The number of primary filers was determined by comparing social secuity numbers (SSNs) reported by primary filers (and secondary fliers on joint 
returns) on all 6,000 returns over the fifteen years. An SSN that never appeared on a joint return in me top 400 was always a "primary filer-'' For an SSN 
that appeared on one or more joint returns wtth me same spousal S^. one SSN was constdered the "primary flier for the retum(s). it an SSN appeared 
on one or mwe joint and one or more mm-joint renims alt In the top 400. it was considered a "prtnary filer." The other SSN appearing on the joint retumfs) 
liras only counted as a "primary fiteri' if it also appeared cfl a non-joint return (or, on a joint returns wtth a different spouse) in me top 400. The frequency of 
appearance counts are smply a count of the number of returns in the top 400 over the ten years filed wtth each "primary filer'' SSN counted once in me 
Total" row. In a fesw instances, IRS processed, and SO! sampled more than one return in the top 400 wtth me same primary SSN; in these instances, me 
returns irare counted as multiple appe^aices of the primary SSN. 
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STATEMENT OF HON. ORRIN G. HATCH, RANKING MEMBER 
U.S. SENATE COMMITTEE ON FINANCE HEARING OF MAY 3, 2011 
IS THE DISTRIBUTION OF TAX BURDENS AND TAX BENEFITS EQUITABLE? 


WASHINGTON - U.S. Senator Orrin Hatch (R-Utah), Ranking Member of the Senate Finance 
Committee, today delivered the following opening statement at a committee hearing 
examining the burdens and benefits of distribution within the U.S. tax code: 

The debate that we will have here today on the distribution of tax burdens has a long 
and distinguished pedigree. 

From my perspective, I have not heard anyone get the better of former Prime Minister 
Margaret Thatcher, who addressed this issue in her last speech before the House of Commons 
on November 22, 1990. 

This is how she responded to a liberal colleague who made the mistake of thinking that 
he could get one by her. 

The honorable Gentleman is saying that he would rather that the poor were poorer, 
provided that the rich were less rich. That way one will never create the wealth for better social 
services, as we have. What a policy. Yes, he would rather have the poor poorer, provided that 
the rich were less rich. That is the Liberal policy. 

This quote, more than 20 years old, is uncannily applicable to the subject of today's 
hearing. 

Our examination of the burdens and benefits of the tax code is taking place in the 
shadow of a debate as to whether a group of people, described as "the rich" are paying what 
others call their "fair share." 

The canned answer for those asking this question is that the rich are never paying their 
fair share, and must pay more for the good of the whole. 

A certain percentage of the population obsesses over this issue — making sure that the 
so-called rich do not exceed their allotted share of the fruits of their own labor. 

How Washington politicians hope to determine this fair share in an even-handed way 
that does no harm to our economy and job creators remains a mystery to me. 

As we head into this debate, there are a few basic facts we need to acknowledge. 
According to the Urban Brookings Tax Policy Center, in 2009, the top quintile of the population, 
in terms of income distribution, earned 53.4 percent of income, but paid 67.2 percent of all 
taxes. 
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When we look at only federal income taxes, the numbers show that the so-called 
wealthy are paying an even greater share relative to everyone else. According to the Tax 
Foundation, for calendar year 2008, the most recent year for which actual tax data is available, 
the top 1 percent of the population in terms of income paid 38 percent of all federal individual 
income taxes. The top 5 percent paid approximately 58.7 percent of all income taxes, while 
everyone else — the bottom 95 percent — paid 41.3 percent of federal income taxes. 

I don't have a Ph.D. In math, but Tm pretty sure 41.3 is less than 58.7. 

Meanwhile, the Tax Policy Center, estimated that for tax year 2010, approximately 45 
percent of households, or about 69 million households, ended up owing nothing in federal 
income taxes for last year. 

Now I'm no linguist, but I think that the proper term for that level of income tax liability 

is zilch. 


Finally, the Joint Committee on Taxation estimates that approximately 51 percent of all 
households, which includes filers and non-filers, had either zero, or negative income tax liability 
for tax year 2009. Just think about that. More than half of all tax units either paid no income 
taxes, or got money back. 

There is a lot we can make of this information, and that's why we are having this 
hearing. I think many taxpayers are skeptical that the answer to our fiscal problems is for them 
to sacrifice more, when almost half of all households are not paying any income taxes. 

The other side argues that those 69 million households pay other taxes, like 
employment taxes. But this point avoids the larger issue. 

Those who promote higher income tax rates in the name of equality and deficit 
reduction need to come clean about what this entails. With the income tax base so narrow, 
meaningful reductions in our deficits would require far more than taxes on the rich. Those tax 
increases would hit squarely in the middle class, which the President promised is off limits. 

As I said earlier, it is estimated that the top quintile of population, in terms of income, 
pays more than 67 percent of all taxes to the Federal government. 

Margaret Thatcher understood that by artificially forcing equal outcomes through 
confiscatory taxation, we undermine the vibrant and dynamic economy that encourages 
productivity and the creation of resources and wealth. And by doing so we actually diminish 
the revenues that would otherwise be available to the government to perform its limited 
constitutional functions. 

In short, the quest for social equality through government tinkering actually results in 
fewer resources and worse outcomes for the nation as a whole and the poor in particular. 

There are some who have become so fixated on what other people have that they see 
the tax code as a sort of utopian sociology experiment, and are willing to kill the goose laying 
the golden eggs. 
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When we talk about raising income taxes, we need to be clear about what we are doing. 
We are not taxing wealth. We are taxing income, and by doing so we are discouraging 
productivity, entrepreneurship, and risk-taking. 

The millionaire Thurston Howell, ill already has his money, and he's taking an extended 
vacation on Gilligan's Island. 

Trust me. 


Thurston and Lovey don't care if you raise the income tax. 

The people who would care if income tax rates were jacked-up in the name of social and 
economic equality are the people who are not rich now, but might be in the future. It is the 
entrepreneurs and small business owners who would get hurt. In the name of socking it to 
Thurston and Lovey, it is the Skipper and Gilligan who get whacked. 

Why would anyone take risks and work harder if they knew in advance they would not 
be allowed to enjoy the fruits of their own labors? 

What this hearing is fundamentally about is whether the tax code is a means of funding 
the basic and essential functions of a constitutional republic, or whether it is a means for a 
small elite to try to create their vision of a utopia. I think the answers to these questions about 
the equitabiiity of tax burdens and tax benefits wiil become apparent once we actuaily 
determine the purpose of the federal tax code. 


I hope that in the end we can agree that it is a good thing for all people, rich and poor, 
to do better. 


tmtt 
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“Is the Distribution of T ax Burdens 
and Tax Benefits Equitable?” 

By Scott A. Hodge 
President, Tax Foundation 

Hearing Before the U.S. Senate Committee on Finance 


My 3, 2011 


Mr. Chairman and members of the Committee: 

I am Scott Hodge, president of the Tax Foundation. Thank you for the opportunity to speak to you 
today about the equity issues surrounding tax burdens and the benefits in the code. 

Founded in 1937, the Tax Foundation is the nation’s oldest non-partisan, non-profit organization 
dedicated to promoting economically sound tax policy at all levels of government. 

We are guided by the immutable principles of economically sound tax policy - taxes should be 
neutral to economic decision making, they should be simple, transparent, stable, and they should 
promote economic growth. 

In other words, the ideal tax system should do only one thing - raise a sufficient amount of revenues 
to fund government activities with die least amount of harm to the economy. 

By all accounts, the U.S. tax system is far from that ideal. 

Introduction 

Over the past two decades, lawmakers have increasingly asked the tax code to direct all manner of 
social and economic objectives, such as encouraging people to buy hybrid vehicles, turn corn into 
gasoline, save more for retirement, purchase health insurance, buy a home, replace the home’s 
windows, adopt children, put them in daycare, take care of Grandma, buy bonds, spend more on 
research, purchase school supplies, go to college, invest in historic buildings, and the list goes on. 

The U.S. tax system is in desperate need of simplification and reform. The relendess growth of 
credits and deductions over the past 20 years has made the IRS a super-agency, engaged in policies 
as unrelated as delivering welfare benefits to subsidizing the manufacture of energy efficient 
refrigerators. I would argue that were we starting from scratch, these would not be the functions we 
would want a tax collection agency to perform. 
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So the question before the committee today is; “Is the distribution of tax burdens and tax benefits 
equitable?” 

My answer is no, they are not. But not in the way most of yon may think. 

First, while its well understood that the major tax preferences largely benefit upper income 
taxpayers, the real issue is the harmful effects that these preferences are having on the economy and 
the people they are intended to benefit. The biggest crises facing working families and the economy 
are health care, housing, and state and local government finances, yet these are the areas in which 
government and the tax code is already the most involved. The cure for what ails these industries is 
to be weaned off the tax code, not given more subsidies through such things as the First Time 
Homebuyer’s Credit, Premium Assistance credits, or more tax free bonds. 

Second, as a consequence of trying to use the tax code to help the “middle-class,” we have knocked 
millions of people off the tax rolls, turned the IRS into an extension of the welfare state, and created 
a growing class of people who are disconnected from the basic cost of government. 

We need to have a national discussion over whether it is fair or equitable to have millions of people 
enjoy the benefits of civU society but contribute nothing to its costs. I beUeve that it is bad for 
democracy and bad for the fiscal health of the nation to have so many Americans with no skin in the 
game. 

Lastly, while some people would like to make the tax code more progressive, the fact is that the U.S. 
already has the most progressive income tax system of any industrialized country. The top 1 percent 
of taxpayers pays a greater share of the tax burden than the bottom 90 percent combined. Moreover, 
the nation’s tax and spending policies currently combine to redistribute more than $826 billion 
annually from the top 40 percent of families to the bottom 60 percent. We should have an honest 
discussion over how much redistribution is considered fair. 

The taxpayers who are now shouldering the lion’s share of the burden of funding government are 
what I call the “successful middle class” in America today. These are educated, dual-income families 
who are the heart of the nation’s successful entrepreneurial class. Unlike their parents, their incomes 
do not fit in the statistical middle of the income scale. They might be considered “rich” by some, but 
their values are distinctly middle class. We should question the wisdom of placing so much of the 
tax burden on the people who society values the most — working families and entrepreneurs. 

Let’s examine these issues one by one. 

The Harmful Effects of Tax Expenditures 

With massive federal deficits as far as the eye can see, there is growing talk of cutting some of the 
roughly $1 trillion in “tax expenditures” or preferences in the code that effectively subsidize 
everything from charitable giving to purchasing electric cars. While it is tempting to look at “closing 
loopholes” as a honeypot for deficit reduction, the right reason to eliminate these tax preferences is 
that they are doing harm to the economy and, in many cases, the very people they are intended to 
help. The best solution for the nation is to eliminate the majority of these tax preferences while 
dramatically cutting tax rates. 
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Figure 1 shows the composition of the largest cate^ries of tax expenditures in FY 201 1 . By far the 
largest of these, at $174 billion, is the tax exclusion for employer-provided health insurance. The 
next largest category^, at $1 35 billion, is for the collection of tax exclusions for pensions, 401 (k)s. 
Individual Retirement Accounts, and Keogh plans. 

For the sake of comparability, IVe included the actual outlay cost of the refundable portion of tax 
credits even though they are not included in the overall cost of traditional tax expenditures. 
However, as we will discuss later, they are among the fastest-growing tax preferences and now 
comprise the third-largest category of preferences in the tax code with an actual cost of $108 billion 
in 2011. 

The amount of corporate “loopholes” is actually much less than what is commonly thought. Overall, 
the roughly 80 separate corporate 
tax preferences have a combined 
budgetary cost of roughly $102 
billion in FY 2011, only slightly 
larger than the cost of the 
mortgage interest deduction alone. 

As Figure 1 shows, the mortgage 
interest deduction confers roughly 
$89 billion in benefits to 
homeowners and the housing 
industry each year. State and local 
governments receive about $87 
billion in benefits through the 
combined effects of the deduction 
for state and local taxes and 
through tax-exempt bonds. Lastly, 
charities benefit from about $46 
billion in budgetary resources each 
year. 

Tax expenditures and distributional issues: Setting aside for the moment the question of the 
true economic incidence of tax expenditures (i.e. who ultimately benefits from them), the major 
individual tax expenditures arc largely claimed on the returns of upper-income taxpayers. For 
example, according to the Joint Committee on Taxation, 64 percent of the benefits of the mortgage 
interest deduction flow to taxpayers earning over $100,000, while 81 percent of the benefits of the 
deduction for state and local taxes (income, property, and sales) went to the same group.^ Many 
rightfully argue that these provisions effectively subsidize high-tax communities at the expense of 
low-tax communities or subsidize homeowners at the expense of renters. 

Similarly, JCT found that 80 percent of the benefits of the charitable deduction went to taxpayers 
earning over $100,000. To be sure, Americans earning under $100,000 give billions each year to 


k “Estimates of Federal Tax Expenditures for Fiscal Years 2010 — 2014,” Joint Committee on Taxation, U.S. 
Government Printing Office, December 15, 2010, p. 55-56. 


Figure 1: Major Categories of Tax 
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charity, but because they are not among the rougjily one-third of taxpayers who itemize on their tax 
returns, the tax code does not reward them for their ^nerosity. 

Tax expenditures causing today’s financial crises: Today, the biggest financial crises facing 
working families and the economy are health care, housing, and state and local government finances. 
Ironically, these are the areas in which government is already the most involved. 

For example, the tax preference for employer-provided health insurance creates a classic third-party 
payer problem in which patient-consumers are disconnected from the cost of service. The cost of 
health care is soaring because we have an unlimited demand for health care since someone else is 
paying the bilis. The market forces that deliver quality goods at low prices for everything from 
toasters to automobiles have been disrupted in the health care system because it is tax preferred. The 
recent health care reform legislation will make this problem worse, not better. 

Housing suffers a similar problem because of die plethora of tax and spending subsidies intended to 
promote home ownership. Professor Dennis J. Ventry, Jr. of the UC Davis School of Law, calls the 
mortgage interest deduction (MID) the “accidental deduction,” because the authors of the original 
tax code never intended the deduction for personal interest expenses to subsidize home ownership.^ 

Economists find that the MID gets capitalized into the price of homes and may amplify price 
volatility,^ which offsets whatever effect it has on promoting home ownership. The actual economic 
benefits of those capitalized costs tend to flow to the home builders and realtors, who have naturally 
been the most vocal opponents of eliminating the MID. One study determined that the MID is “an 
ineffective policy to promote homeownership and improve social welfare.”'^ 

While the lion’s share of the blame for the current housing crisis properly rests with government- 
sponsored enterprises Fannie Mae and Freddie Mac, the MID certainly played a role in encouraging 
some families to purchase homes that they really could not have afforded otherwise. Canada does 
not have a mortgage interest deduedon, yet its rate of homeownership is equal to that in the U.S. 
Even the Washington Post has editorialized that it is time to “[t]rim the excessive tax subsidy for real 
estate.”^ 

The deduction for state and local taxes and the tax subsidies for municipal bonds allow local 
governments to raise taxes and pass as much as one-third of those costs to Unde Sam. This is 
especially true for high-cost, high-tax suburban communities. Ironically, the state and local tax 
deduedon is the primary reason more and more taxpayers in these high-tax urban areas — largely in 
so-called Blue States — are bdng ensnared in the Alternative Minimum Tax. The AMT is not an issue 
for taxpayers in lower-tax states and communities. 

One study found that the state and local tax deduction leads to higher local tax revenues “by 
increasing the rate of local property taxation.” Spedfically, the authors found “that if deductibility 


2. Dennis J. Ventry, Jr., ‘The Acddental Deduction: A History and Critique of the Tax Subsidy for Mortgage 
Interest,” UC Davis Legal Studies Research Paper Series, Reseatrh Paper No. 196^ November 2009. 

Dan Andrews, “Real House Prices in OECD Countries: The Role of Demand Shocks and Structural and 
Policy Factors,” OECD Economics Department Working Papers, No. 831, OECD Publishing, 2010. 

Christian A. L. Hiiber and Tracy M. Turner, ‘The mortage interest deduction and its impact on 
homeownerhip dedsions,” August 2010. 

5. “Trim the excessive tax subsidy for real estate,” Washin^n Post,]?cnxai3CY 1, 2011. 
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were eliminated, the mean property tax rate in our sample of 82 communities would fall by 0.0071 5 
($7.1 5 per thousand dollars of assessed property), or 21.1 percent of the mean tax rate.”^’ 

In the same way that the MID encourages some families to purchase larger, more expensive homes 
than they otherwise could afford, federal tax subsidies for state and local activities may encourage 
some governments to buy more government than their taxpayers could otheradse afford. In recent 
years, state and local debt has grown significantly as a share of GDP according to Steven Malanga, a 
fellow with the Manhattan Institute. He estimates that; 


Over the last decade, through good times and bad, total state and local debt has soared from 
$1.5 trillion in 2000 to $2.4 trillion (in current dollars). When that debt is added to other 
growing obligations that governments are racking up, using techniques like not paying their 
bills on time, state and local liabilities have increased from 15 percent of GDP in 2000 to an 
estimated 22 percent this year. In 1980, they were 12 percent. 


Figure 2: Number and Percentage of "Nonpayers": 
1950 to 2008 


It is very likely that these governments would not have borrow'^ed as much as tliey did were it not for 

the fact that tax-free municipal i - 

bonds allow them to pass some of 
that cost off to the federal 
government. 

The Troubling Growth of 
the Nonpaying Population 

While the tax code's benefits to 
high-income taxpayers is w^ell 
documented, less attention has 
been given to the growth in tax 
benefits targeted to low- and 
middle-income taxpayers. Since it 
was enacted in 1913, the income 
tax ctxle has contained 
provisions — such as the standard 
deduction, personal exemption, 
and dependent exemption — that 

exempted low-income workers from tax or greatly reduced their income tax burden. 



Figure 2 showvs the fluctuation in the number and percentage of these “nonpayers” since 1950 and 
how chat number has soared over the past decade.** 'Fhc percentage of tax returns with no Uabiiiiy 
was fairly low in the 1960s and again in the early 1980s. 'Fhe modern grow^th in the number of 
nonpayers w^as spurred by the expansion of the Earned Income Tax Credit (EITC) and the 


Douglas Hokz-Eakin and Harvey S. Rosen, “Federal Deductibility and Local Propert)- Tax Rates,” NBER 
Working Paper Series, Vol. w2427, December 19W. 

Steven Malanga, “The Muni-Bond Debt Bomb. . . and how to dismantle it,” CV/>' journal, Summer 2010, Vol. 
20, No. 3. lug:):/ /\vww.city-iournal.<.)rg/'20 10/20 3 muni-bonds.html 

**. Individual Income Tax Returns, Tax Year 2(W)8 Preliminary Data: Selected Income and Tax Items, by Size 
of Adjusted Gross Income. Internal Revenue Service. hnp://www.irs.g()v/pub./irs- S()iy08inl)ipKxls . 
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enactment of the $500 per-child tax credit in 1997. The 2001 and 2003 tax biUs doubled the value of 
the credit to $1,000 and added a refundable component. 

'Fhe number of nonpayers accelerated once again following the enactment of the Economic 
Stimulus Act of 2008 (which included a tax rebate of $300 per person, $600 per couple) and the 
American Recover)' and Reinvestment Act of 2009, which included President Obama’s making- 
work-pay credit, first-time homebuyer credit, and the American Opportunity tax credit.’’ 

\X%iie the final IRS data for 2009 and 2010 are not yet available, the data for 2008 shows that the tax 
rebates boosted the number of nonpayers to nearly 52 million, or roughly 36 percent of aU tax filers. 

iO 

Nonpanng status used to be a sure 
sign of poverty or near-poverty’, but 
Congress and the President have 
changed the tax laws to pull much of 
the middle class into the growing 
pool of nonpayers. The income level 
at which a ty'pical family of four will 
owe no income taxes has risen 
rapidly, now topping $51,000. 

Refundable Credits Soar: Some will 
argue that while the nonpayers may 
not owe any income taxes, they pay 
other federal taxes such as payroO 
taxes and excises taxes and, therefore, 
are still contributing to the cost of 
government. Not so. 

Many nonpayers receive generous 
cash pa)'ments through “refundable” 
tax programs such as EITC or the 
child tax credit which off-set the other taxes they may pay. In fact, as Figure 3 shows, the IRS paid 
out more than $72 billion in these refundable tax credits in 2008, double the amount of refundable 
tax credits in 1996, 

These credits arc so generous, that the Joint Committee on taxation estimates that in 2009, they 
exceeded the employee share of payroll taxes for 23 million tax filers and exceeded the employer’s 
share of payroll taxes for 15.5 million filers.” 



^ http://\v\v\v-taNibLindation.org/nevvS'SlKnv/24382.hlml 

w Scott A. Hodge, “Record Numbers of People Pa)ing No Income Tax; Over 50 million “Nonpayers” 
Include Families Making over $50,000,” Tax Foundation FiscalFaclNo. 214, p. 4. 

Joint Committee on Taxation, Letter to Representative Dave Camp and Senator Kent Conrad, May 28, 

2010. 
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In recent years, more and more tax provisions are resulting in a cash ouday from the IRS. In 201 1 
there are 13 tax provisions that will result in |108 billion in outlays. In five years, after the Premium 
Assistance Credit takes effect in 2014, tax outlays will top $117 billion. 

What is wrong with so many nonpayers? Tliere are actually more Americans outside of the 
income tax system than these figures would indicate. There are millions of people who earn some 
income but are below the threshold for filing a tax return. When these people are added to the 
nonpayers, the Tax Policy Center at Brookings estimates that 47 percent of all households pay no 
income taxes.^^ 

Beside the fact that we are getting dangerously close to the “tipping point” in which there are more 
nonpayers than payers, there are many problems with having so many Americans exempted from 
income tax. On a practical level, we need to ask whether the proper function of the IRS is to deliver 
welfare benefits and Income subsidies. Do we want millions of Americans to see April 15* as 
“payday” rather than “tax day?” 

On a societal level, these citizens have no “skin in the game” yet they benefit greatly from 
government spending. I would argue that a functioning democracy cannot have nearly half of its 
citizens with no real connection to the basic cost of government but still have a legal claim on the 
governments purse. Good citizenship requires that we contribute at least something to the basic 
cost of government if we are to enjoy the benefits of it 

On an economic level, we need to worry about a phenomenon that economists call “fiscal illusion.” 
When people perceive the cost of government is less than what it really is, they will demand ever 
more government knowing that someone else is picking up the check. This is already a problem 
because the $1.5 trillion deficits today are making the cost of government looks cheap for all of us. 

Do the Rich Really Not Pay Their “Fair Share”? 

There is a common belief that because of the 2001 and 2003 tax cuts - as well as the fact the so 
many tax expenditures benefit upper-income taxpayers - that the “rich” are not paying their fair 
share of taxes. Nothing could be further from the truth. 

Indeed, the OECD finds that the U.S. has the most progressive income tax system of any 
industrialized country. What that means is that the top 1 0 percent of U.S. taxpayers pay a larger 
share of the income tax burden than do the wealthiest decile in any other industrialized country, 
including traditionally “high-tax” countries such as France, Italy, and Sweden.'^ 

Meanwhile, because of the generosity of such preferences as the EITC and child credit, low-income 
Americans have the lowest income tax burden of any OECD nation. Indeed, the study reports that 


^^http;//ww'w.taxpolicycenter.org/taxtopics/federal-toes-households.cfin 

“Growing Unequal? Income Distribution and Poverty in OECD Countries,” Oiganization for Economic 
Cooperation and Development, 2008. p. 112. http://dx.doi.org/10.1787/422013187855 . Here income taxes 
refer to both personal and social insurance taxes. 



106 


while most countries rely more on cash transfers than taxes to redistribute income, the U.S. stands 
out as “achieving greater redistribution through the tax system than through cash transfers.”’^ 


The share of the income tax 
burden borne by America’s 
wealthiest taxpayers has been 
growing steadily for more than 
tv/o decades. Figure 4 contrasts 
the share of income taxes paid 
by the bottom 90 percent, top 
10 percent, and top 1 percent 
of taxpayers berv^’cen 1987 and 
2(X)8. 


Betu'een 1987 and 2008, the tax 
burden on the top 10 percent 
of taxpayers grew from 55.6 
percent to 70 percent, while tlie 
burden on the top 1 percent 
grew from 24.8 percent to 38 
percent. By contrast, the tax 
burden for the bottom 90 
percent of taxpayers fell from 
44.4 percent in 1987 to 30 percent in 2008. 

in other words, the tax burden on the top 1 percent of taxpayers is greater than the total burden on 
the bottom 90 percent of taxpayers. And the tax burden on the top 10 percent is more than twice 
that of the bottom 90 percent combined. By any measure, this is the sign of a very progressive tax 
system. 

Measuring the Distribution of Both Taxes and Spending 

While the topic of this hearing is the equity of the tax burden and tax expenditures, it is a mistake to 
focus solely on the distributional effects of tax policy without considering the distributional effects 
of spending. After all, federal spending is intended to achieve various policy objectives and benefit 
different groups of Americans in different ways. Thus, it is important to look at the progressivity of 
the entire fiscal system, not just the tax side. 

In an important 2009 study, Tax Foundation economists measured how much families at various 
income levels paid in taxes versus how much they received in spending benefits. The results of this 
analysis show that federal tax and spending policies are very hea\rily tilted to the poor and middle- 
class, even before considering the Obama administration’s major policy initiatives such as health 
care reform. 


Figure 4: Tax Burden of the Top 1% and Top 10% of 
Taxpayers Exceeds the Share Paid by Bottom 90% 



ibid. 




107 


Overall, the study found that in 2010, the bottom 60 percent of families ~ those earning up to about 
$86,000 -- got more in federal spending benefits than they paid in taxes. By contrast, the top 40 
percent of families paid more in taxes than they received in federal spending benefits. 

Figure 5 illustrates the ratio of taxes paid to spending received on a per-family basis. Not 
surprisingly, the lowcst-income families received $10.44 for ever)^ dollar they paid in taxes. 
Remarkably, however, families in the middle-income group received $1.15 for ever)- dollar they paid 
in taxes. 

By contrast, the highest-income 
families received 43 cents in 
government spending for even,’ 
dollar they pay in taxes, even 
though they are assumed in this 
study to disproportionately 
benefit from public goods such 
as national defense. 

Taken together, federal tax and 
spending policies work to 
redistribute more than S826 
billion in income from the top 
40 percent of families to the 
bottom 60 percent. In other 
words, the entire federal fiscal 
system is ver\’ progressive and 
redistributive. 

Putting a Face on America’s 
Successful Middle-Class 

In Washington, every' tax discussion begins with the premise that tax policies should either help or at 
least protect the “middle class.” And by middle class, most politicians tend to equate the “middle 
class” with the median taxpayer or those in the statistical middle. 

But middle-income is not the same as middle class. Middle-income is a point on the income scale for 
which only a handful of people can qualify. But middle class is a value system that most Americans 
identify with. Indeed, polls show that 80 percent of Americans see themselves as middle class. Only 
2 percent identify themselves as “upper class.” 

June and Ward have been replaced in the middle by Phoebe and Joey. When we think of 
middle class families, we think of intact, working couples with children — such as June and Ward 
Cleaver from the 1950s show “Leave it to Beaver.” 

Once upon a time, June and Ward did represent the statistical middle, but demographic changes 
have made those old notions obsolete. Today, these families are considered upper-income or “rich” 
by some standards. 


Figure 5: Ratio of Federal Spending Benefits Received 
to Federai Taxes Paid in 2010 by Family Income 



<$11,249 <$35,949 <$65,790 $109,460 <$199,559 <$712,382 

Source: Tax Family Market Income 
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Figure 6 gives us a snapshot of the distribution of filing status wthin each quintile in 1960. It shows 

the percentage of single filers, - 

married filers, and married filers 
with children witliin each 
quintile. 


Figure 6: In 1960 The Majority of Statistical Middle-Income 
Were Married Couples and Families widt Children 


We can see that in 1960, married 
taxpayers were the majority of 
filers within everv- quintile but 
die low^est. More than 70 percent 
of filers in the lowest quintile 
were single workers. However, in 
the middle quintile, married 
couples comprised 68 percent of 
the filers, twice the number of 
singles. Moreover, 50 percent of 
ail filers in the middle were 
married couples with children, 
such as June and Ward Cleaver. 
In the top tw-o quintiles, nearly 
ever}^ taxpayer w^as a married 
couple. 
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Over the past five decades there 
have been many demographic 
and economic changes that have 
greatly reshaped the composition 
of American taxpayers. Figure 7 
shows the composition of 
taxpayers within each quintile in 
2006, from the most current IRvS 
public use file. 

The most startling change is the 
dramadc increase in the number 
of single filers in first three 
quintiles — especially the middle 
quintile. Whereas in 1960 there 
were twace as many married 
couples in the statistical middle 
as there were single filers, today 
there are twice as many single 
filers as there are married 
couples. 


Figure 7: Today, The Majority of Statistical Middie-income 
are Single: Families With Children Are Upper-Class 
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In Other words, in the statistical “middle dass,^’ June and Ward have been replaced by Phoebe and 
joey from the once popular I'M show “Friends.” 
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Where on the disiributional charts do we find married couples, especially those with children? ITiey 
now populate the top two quintiles. Indeed, over 70 percent of married taxpayers with children are 
now in the top two quintiles. However, even in fourth quintile, just 55 percent of filers are married 
and only 28 percent are married with children. At the top of the income scale, married taxpayers 
comprise 82 percent of filers in the highest quintile; some 45 percent are families with children. 

Four factors contributed to these demographic and economic shifts. While America has 
certainly changed a great deal since 1960, there are four main factors that contributed to the vast 
changes in the composition of taxpayers across the income scales: 

1 . Ihe growth of dual-earner couples; 

2. 'fhc growth of pass-through business entities; 

3. Tlie aging of Baby Boomers; and 

4. The economic returns to education. 

For the sake of brevity, I am going to focus on the first tw'o factors. But previous Tax Foundation 
research found that taxpayers in the top income group were 50 percent older than taxpayers at the 
bottom of the income scale. We also found that more than 80 percent of high-income taxpayers had 
some college education or more, while roughly 62 percent of low-income taxpayers had a only a 
high school education or less.‘^ Ihe education gap in America should probably woriv' lawmakers 
much more than the income gap. 

As Figure 8 illustrates, America 
has become a nation of dual- 
income working couples. While 
it is clear from the chart that the 
husband-as-solc-bread\vinner 
stereoty’pical family of the 1960s 
was not the norm then, it is even 
less so today. Moms worked 
during the 1960s but few^r than 
half of all married couples during 
that era were dual-earners. 

'I'oday, that number has risen to 
67 percent, three times the 
number of sole-earner married 
couples. 

These wo-earner couples don’t 
reside in the statistical middle of 
the income scale. Instead, they 
populate the top 20 percent of 
families, and look comparatively 
“rich” on paper because of their 
two full-time paychecks. 


Figure 8: America Has Become a Nation of Duai- 
Income Working Couples 



; Source: Current Population Survey. BLS 2009 


Scott A. Hodge. Putting a Face on America's Tax Returns, Tax Foundation. 2005.p. 15, 
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The Successful Middle Class is America*s EnttepKneurial Class 

What also sets the successful middle class apart from other taxpayers is that they derive a large share 
of their overall earnings from flow-through businesses such as S-corporations, LLCs, and 
parmerships. Over the past 30 years, the number of these non-corporate business forms has 
exploded such that there is now more business income taxed under the individual tax code than the 
traditional corporate code. 

Between 1 980 and 2007, for 
example, the number of sole 
proprietors grew from 8.9 million 
to more than 23 million, and the 
number of S-corporations and 
partnerships (which include LLCs) 
grew at a faster rate from 1.9 
million to more than 7 million. 

There are now three and one-half 
times as many pass-through firms 
as traditional C-corporations.‘* 

VC^e we often here the statistic 
that only 2 or 3 percent of tax 
returns pay tax in the top two 
brackets, the more economically 
relevant question is how much 
business income is earned by those 
in the top tax brackets. 

To understand how significant 
business income is for these upper-income taxpayers. Figure 9 illustrates how much more business 
income there is at the top of the income scale compared to the amount of salar\’ and wage income 
or to the broader measure of adjusted gross income (AGI). 

Looking first at the distribution of adjusted gross income (AGI) - the measure by which most 
distributional discussions revolve - we find that it is dispersed roughly equally among taxpayers 
earning less than $100,000, but 22 percent is earned by taxpayers with incomes between $100,000 
and $200,000, and 30 percent is earned by taxpayers with incomes above $200,000. 

Salary and wage income follows roughly the same pattern except for the highest earning taxpayers. 
The largest share of salaries and wages, 24 percent, are earned by families with incomes between 
$100,000 and $200,000. Interestingly, taxpayers who earn above $200,000 take home 20 percent of 
overall salar)' and wage income, less than their share of total AGI. This indicates that other sources 
of income play a large role in their overall compensation. 
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Figure 9: Comparing Business Income to Other 
Source of Income in 2008 
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Indeed, Figure 9 shows that nearly two-thirds of all flow-through business income is earned by 
taxpayers earning over $200,000, twice die amount of business income earned by all other income 
groups combined. 

Another way of looking at the distribution of business income is to see how many taxpayers at the 
highest tax brackets have business income. According to Tax Policy Center estimates, more than 74 
percent of tax filers in the highest tax bracket report business income, compare to 20 percent of 
those at the lowest bracket. 

While they may be relatively few in number, these statistics clearly indicate that high-income 
taxpayers represent the most successful flow-through businesses. 

Tax Fairness and Mobility 

Most debates about the equity of the tax buiden are waged over static distributional tables that 
record the incomes and tax burdens of taxpayers in a single year. However, there is a great deal of 
mobility in America as people move through the various stages of life. So policies that try to target 
‘‘the rich” or benefit “the poor” are likely to be ineffective because they are aiming at a moving 
target. 

A recent Tax Foundation study used special Treasury panel data to look at the mobility of taxpayers 
between 1999 and 2007.^^ The findings suggest that concerns over increased income inequality 
should be tempered by the fact that a substantial number of households move up or down through 
the income distribution over time. 

Among the key findings: 

• Nearly 60 percent of households in the bottom income quintile in 1999 were in a higher 
quintile in 2007, and roughly 40 percent of tax returns in the top quintile in 1999 were in a 
lower quintile in 2007. 

• Roughly half of millionaires during thel999 through 2007 period attained this status just 
once during those nine years. Only 6 percent of this group were millionaires in ail nine years. 

• The volatile nature of capital gains realizations appears to be a major explanation for the 
transiency of millionaires. 

IRS data on the so-caUed Fortunate 400 also shows that wealthy Americans are not a static elite dub 
that no one can penetrate. Indeed, the report indicates a great deal of churning among the top 400 
taxpayers over a 1 5 year period. Over that period, 3,305 taxpayers had large enough incomes to put 
them among the Fortunate 400 at least once. However, 73 percent of these taxpayers appeared on 
the list just once and about 15 percent appeared more than twice. In any given year, 40 percent of 
these taxpayers had never been on the list in any other year.^* 


Robert Carroll, “Income Mobility and the Persistence of Millionaires, 1999 to 2007,” Tax Foundation Special 
Report No. 180, June 2010. 
httD://\nvw.irs.gov/Dub/irs-soi/06intop400.ndf 
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Conclusion 

The U.S. tax system is in desperate need of simplification and reform. While targeted tax cuts will 
always curry more favor with voters than new spending programs, Washington needs to call a truce 
to using the tax code for social or economic goals. The consequence of trying to micromanage the 
economy as well as individual citizens’ behavior through the tax code has produced a narrow tax 
base and unnecessarily high tax rates. These high rates are endangering America’s global 
competitiveness and undermining the nation’s long-term economic growth. 

I suggest that we develop a new way of thinking about equity in the tax code. We should strive to 
build consensus around these basic concepts: 

• An equitable tax system should be free of most credits or deductions and not micromanage 
individual or business behavior. It should apply a single, low flat rate on most everyone 
equally. That way, every citizen pays at least something toward the basic cost of government. 

• An equitable tax code should be simple — which would save all of us time, money and 
headache and would save the economy the deadweight loss of the current system. 

• An equitable tax code should have dramadcally lower rates than w’‘e have today — in the mid- 
20s according the Bowles-Simpson plan — and the government could still raise the same 
amount of revenues. 

I believe that such a tax code would actually generate a more predictable and stable revenue stream 
to fund government programs as opposed to the roller coaster revenues we have today. 

And, most importantly, such a tax code would be conducive to long-term economic growth, which 
is one of the keys to fixing the long-term fiscal crisis facing the country. 

Thank you, I’m happy to answer any questions you may have. 
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Senate Finance Committee Hearing 
“Is the Distribution of Tax Burdens and Tax Benefits Equitable?” 
May 3, 2011 

Responses to Questions for Mr. Scott Hodge 


Questions from Senator Orrin Hatch 

1 . With regards to labor supply elasticity (work decisions responsiveness to the tax rate) at 
what point do you believe people decide to work less in order to avoid paying more 
income tax? Assuming an increase in income tax rates were to occur, is it safe to say that 
with this reduction in workable hours, our economy would suffer? 

Mr. Hodge’s response: Different types of income have different elasticities to high taxes. Capital 
income is very mobile and, thus, very sensitive to high marginal tax rates. Labor is less mobile 
but still responsive to high tax rates because people will respond by working less to avoid the 
higher taxes. 

In a 2009 Tax Foundation study “The Economic Cost of High Tax Rates,” Robert Carroll wrote 
that: 

Research on the major changes in tax rates over the last several decades - the lower tax rates 
enacted in 1981, 1986 and 2001 or the higher tax rates enacted in 1993 - finds that the 
behavioral responses can be large. This research generally finds that for every 1 percent 
decrease in the after-tax reward from earning income, taxpayers reduce their reported income 
by about 0.4 percent. 

According to Carroll’s research, “tax rate changes can have a profound effect on the size of the 
tax base, with lower tax rates increasing the size of the tax base and higher rates, such as those 
proposed by President Obama, shrinking the tax base. A shrinking tax base is not only suggestive 
of the economic cost of high tax rates, but also means that the government will take in less 
revenue than the casual observer might assume.” 

So the answer to your questions is an emphatic yes, the economy would suffer greatly from an 
increase in top marginal tax rates. 

2. With regards to the incomes of the wealthy, there seems to be a belief by some that after 
reductions in income tax rates, the rich get richer at the expense of others, which implies 
that tax rate reductions lead to the less rich paying a proportionally greater share of taxes. 
However, haven’t income tax rate reductions led to all sectors of society becoming richer, 
and are the rich becoming richer not because others are shouldering their tax burden, but 
because a lower rate has encouraged people to put their resources to more productive uses 
than minimizing tax liability? 

Mr. Hodge’s response: Sadly, too many people believe that the economy is a fixed pie or a zero- 
sum game, that one person’s prosperity comes at the expense others. The reality is that the 
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economy is incredibly dynamic and, as John Kennedy and Ronald Reagan both said, a “rising 
tide lifts all boats.” 

No one can claim that someone else is shouldering the rich’s share of the tax burden. As I wrote 
in my testimony, today the top 1 percent of taxpayers pays a greater share of the tax burden (32 
percent) than the bottom 90 percent of taxpayers combined (30 percent). 

When the top marginal tax rates were 70 percent, the wealthy put their money in tax shelters or 
unproductive assets like art or dry oil wells. When tax rates fell, so too did the incentive for 
sheltering income and people began putting their investments into productive activities that grew 
the economic pie. Everyone benefited as a result. 

3. Mr. Hodge, public services, such as education and health services, are distributed more 
equally than income. If we were to quantify and add the cost of these services to the 
incomes of their recipients, would this substantially reduce inequality between incomes? 

Mr. Hodge’s response: Most income measures - such as IRS data or Census data - ignore the 
benefit of transfer programs that low-income families receive. It’s as if those programs didn’t 
exist or are doing nothing to benefit those individuals. According to the Heritage Foundation’s 
Robert Rector, the government has spent nearly $16 trillion on anti-poverty programs since the 
War on Poverty began in 1964, yet those programs have - at least from a statistical standpoint - 
made no difference in the material wellbeing of low-income people. Certainly, if we were to add 
to their cash incomes, the value of the services they get from government, it would reduce the 
amount of inequality between incomes. 

4. Mr. Shaviro, in your written testimony, you state that “One of the best-regarded recent 
studies found that the revenue-maximizing tax rate would be as high as 80 percent if the 
income tax base were broadened.” Elsewhere in your testimony you say that “a higher 
rate and a broader base function as complements.” In terms of the study you cite, who is 
it well-regarded by? Do you expect that subjecting everyone, regardless of their income, 
to an 80 percent tax rate and eliminating tax expenditures would maximize income to the 
government? Should it be the objective of government to maximize revenue in this 
manner? What impact would this have on economic growth and productivity? Why 
would someone choose to live someplace with an 80 percent rate when they could move 
someplace else? 

Mr. Hodge, what impact do you believe a tax rate of 80 percent would have on economic 
growth and productivity? 

Mr. Hodge’s Response; As my former colleague Robert Carroll wrote in the July 2009 Tax 
Foundation study “The Economic Costs of High Tax Rates,” 

High tax rates discourage work, saving and entrepreneurship. They also encourage 
taxpayers to rearrange their tax affairs to receive more of their compensation in less 
heavily taxed forms and to take greater advantage of the myriad tax preferences in 
today’s tax code. For example, taxpayers can reduce their tax bill by financing more of a 



115 


home purchase, receiving more of their compensation as tax-free fringe benefits, or 
rebalancing their investment portfolios towards tax-exempt state and local government 
bonds. 

Further, Carroll notes that “The costs of high tax rates is not trivial . . . [the] research generally 
finds that for every 1 percent decrease in the after-tax reward from earning income, taxpayers 
reduce their reported income by about 0.4 percent.” 

If we were to raise the top tax rate from 35 percent to 80 percent, high-income households would 
receive 20 cents rather than 65 cents from every dollar they earn; that is, the after-tax reward 
from earning falls by 70 percent. Carroll’s findings suggest that high-income households would 
reduce their reported incomes by more than 27 percent. Based on 2008 IRS data, taxpayers 
earning more than $200,000 have roughly $2.4 trillion in AGI. This means they would reduce 
their incomes by about $664 billion per year - which would have a significant impact on the 
economy. 


Questions from Senator Robert Menendez 

1 . To make your point that you believe the tax system is progressive you quote an OECD 
study that says “the US stands out as achieving greater redistribution through the tax 
system than through cash transfers.” However, the author of the OECD report also wrote 
that our system actually: “reduces inequality by less than any other OECD country 
except Korea,” because the overall level of spending is low relative to other countries. 

Do you believe that overall, the US system is progressive relative to its OECD 
counterparts, or is the progressivity in the tax system you note more a function of us 
running smaller transfer programs though the tax code that these other countries deliver 
through another means? 

Mr. Hodge’s response: The U.S. certainly does not have the cradle-to-grave social welfare 
system as most European nations. But, as I wrote in my testimony, the entire tax and spending 
system in the U.S. is very progressive - meaning pro-poor - and very redistributive. 

Tax Foundation research shows that the majority of American families now gets more back in 
government spending benefits than they pay in taxes. The lowest-income families get more than 
$10 in government spending for every dollar they pay in taxes while those in the middle-income 
receive $1.15 in spending for every dollar they pay in taxes. The nation’s tax and spending 
policies combine to redistribute more than $826 billion annually from the top 40 percent of 
families to the bottom 60 percent. 

We should have an honest discussion over how much redistribution is considered fair and 
equitable. 

2. Last week, the major big oil companies announced more than $30 billion in profits. And 
yet the American taxpayer subsidizes the oil industry with over $3 billion in giveaways 
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each year. Big Oil claims they need these tax incentives because it helps them keep the 
price of oil down. 

But according to a recent report from Citizens for Tax Justice, Big Oil companies spent 
most of their profits in the purchase of their own stocks and boosting its dividends. In 
2010, four of the largest oil companies allocated only 18 percent of their revenues to 
exploration but 60 percent on dividends and stock repurchases. 

Mr. Hodge, you wrote that “the ideal tax system should do only one thing - raise a 
sufficient amount of revenues to fund government activities with the least amount of 
harm to the economy. Given that you support a dramatic simplification of the code and 
the fact that Big Oil is not using its enormous revenues to actually help lower gas prices, 
do you believe it would be fair to eliminate these distortions so they can pay their fair 
share in taxes and help us reduce the deficit? 

Mr. Hodge’s response: The profitability of the industry is irrelevant to the issue of whether or 
not we should keep or eliminate a tax break. The real issue is whether the tax provision is good 
tax policy or does it have distortionary and harmful effects on the economy. 

I encourage you to read my August 2010 study “Putting Corporate Tax ‘Loopholes’ In 
Perspective.” You’ll find that relative to other sectors there are very few tax provisions 
benefiting the oil industry. For example, while there are roughly $3 billion in tax provisions for 
the oil industry, there are over $1 1 billion for renewables and about $13 billion for state and 
local governments. There are numerous examples of how companies in the renewables industry 
cannot survive without those tax breaks. That is bad tax policy and those provisions should be 
eliminated. 

Moreover, in my July 2010 study, “Oil Industry Taxes: A Cash Cow for Government,” you’ll 
find that according to the Energy Information Administration, that between 1981 and 2008, the 
direct and indirect taxes paid by the largest oil companies exceeded their corporate profits by 40 
percent. I would say that the oil industry is contributing more than its fair share of taxes to all 
levels of government. 

Now to your question about the tax provisions available to the oil and gas industry. As Investor’s 
Business Daily recently noted in a May 5, 201 1 editorial: 

The ability to expense intangible drilling costs (enacted in 1916), for example, isn’t any 
different from the tax breaks other companies get for R&D. 

And the “percentage depletion allowance” (enacted in 1926) doesn’t even benefit Big 
Oil, but independent producers, and isn’t just for the oil industry but all other “extractive 
industries.” 

Eliminating these provisions will do no more to reduce the price of oil than eliminating the home 
mortgage interest deduction. 
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In 2008, a study of tax policy in two dozen leading economies by the Organization of 
Economic Cooperation and Development (OECD: 104) found that, “Taxation is most 
progressively distributed in the United States, probably reflecting the greater role played there by 
refundable tax credits, such as the Earned Income Tax Credit and the Child Tax Credit .... 
Taxes tend to be least progressive in the Nordic countries, France and Switzerland.” 

Even aside from the uniquely generous U.S. tax credits, the OECD study found the ratio 
of taxes paid to income received among the top 1 0 percent was by far the highest in the U.S. at 
1.35, compared with 1.1 for France, 1 .07 for Germany, 1 .0 1 for Japan and 1 .0 for Sweden. 

Table 1 provides a brief history of changes in individual tax rates in the U.S., using 
average tax rates by income from the Congressional Budget Office (CBO). The focus is on 
1979, 1989, 1999 and 2007 for simplicity, but also because those years were cyclical peaks. 

The first six columns show changes in average tax rates among fifths (“quintiles”) of 
U.S. households. By 2007 the average tax rate fell to minus 6.8 percent for the poorest quintile. 
From 1979 to 2007, the average tax rate fell by 110% for the second quintile, by 56% at the 
middle, 39% for the fourth quintile, and by 1 5% for the top 1%. 

The disproportionate reductions in average income tax rates for the bottom 80% of 
potential taxpayers (including negative tax rates for the bottom 40%), are the cumulative result 
of numerous changes in tax laws. 

The 1 98 1 tax cuts left the top tax rate at 50% for earned income but gradually reduced 
other tax rates 25% by 2004, and doubled the income threshold at which the top tax rate applied. 
The 1986 tax reform doubled personal exemptions and greatly increased the EITC and standard 
deduction (but left total deductions unchanged at 23% of AGI). The 2001 and 2003 tax cuts 
added a new 10% rate, further expanded the EITC and introduced a refundable $1000 tax child 
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tax credit. By 2009, federal income taxes were negative, on average, for 44.7% of Americans 
(including nonfilers), according to the Joint Committee on Taxation (2010; 54). 

While average tax rates were reduced by 39-1 1 0% for the lowest four quintiles since 
1 979, the highest marginal tax rates on both ordinary income and capital gains were also cut in 
half. Yet revenue from the individual income tax was virtually unchanged - 8.7% of GDP in 
1979 and 8.5% in 2007. Total revenues from all sources were identical at 18.5% in both years, 
and above the postwar average of 1 8%. 

The reduction of average tax rates among the top 1 percent (to 1 9% in 1997 from 2 1 .8% 
in 1979) does not imply that top taxpayers in 2007 paid less income tax than they would have if 
they had still been taxed at the 1979 rates of 70% on interest and dividends and 28% on capital 
gains. On the contrary, the evidence is unambiguous (Reynolds 1999 and Table 2) that raising 
the tax rate on capital gains reduces asset sales and therefore shrinks the amount of capital gains 
to be taxed. Investors contemplating taking profits on an appreciated stock in order to reinvest 
in a more promising new firm will make not make that trade if the transactions tax on 
realizations makes it unprofitable. Capital is thus made less mobile and capital allocation less 
efficient. 

Raising the tax rate on interest and dividends likewise reduces that amount of taxable 
interest and dividend income. Raising the tax on high salaries reduces the incentive to be paid 
in cash, rather than in deferred compensation and perks. Raising the tax on individual income 
far above the tax on corporate income encourages professionals and small firms to shelter 
retained earnings in C-Corporations. For such reasons the punitive tax rates of 1979 resulted in 
fewer high incomes to tax, so that individual income tax revenues were, in fact, no higher in 
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1979 than they were after top tax rates had been cut in half, even though average tax rates have 
also fallen sharply on the bottom 80 percent. 

Much Lower Tax Rates, Not Lower Revenues 

The explanation of the apparent paradox of falling tax rates and unchanged revenues is 
that reductions in top marginal rates - including those on capital gains and dividends - increased 
reported top incomes so dramatically that the resulting additional revenue windfalls from the top 
one or two percent of taxpayers offset the relatively huge reduction in average tax rates for the 
bottom 80 percent. 

The “elasticity of taxable income” (ETI) measures the percentage change in taxable 
income expected to result from a 1% change in the value of a marginal dollar of after-tax income 
(the “net of tax rate”). The response measured by the ETI results from changes in real activity 
(effort, investment and entrepreneurship) but also from changing incentives to avoid reporting 
income. 

As Saez, Slemrod and Giertz observe, “a number of empirical studies have found that the 
behavioral response to changes in marginal tax rates is concentrated in the top of the income 
distribution.” The reported amount of top income rises when marginal tax rates fall, and vice 
versa. It follows that what appear to be changes in the highest incomes may instead be 
behavioral responses to changes in various marginal tax rates on labor earnings, business 
income, dividends and capital gains in 1986-88, 1993, 1997 and 2003. 

If the ETI for high-income individual is close to 1.0 or higher, that suggests a higher tax 
rate would induce high-income taxpayers to reduce reported incomes by such a large amount that 
the higher tax rate would yield little or no additional revenue. This is largely a matter of tax 
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avoidance but also work avoidance. Ohanian, RafFo and Rogerson find that “taxes can account 
for much of the variation in hours worked both over time and across countries.” 

At the Treasury Department’s Office of Tax Analysis (OTA), Heim estimated that the 
elasticity of taxable income is 1 .2 at incomes above $500,000. Other OTA economists, Auten 
and Joulfaian, also find “quite large responses for the highest income groups. . . . The implied 
long-run taxable income elasticity is about 1.0 for taxpayers in the $500,000 to $2,000,000 
income classes.” In a longer-run study focused on the top 1 percent in five Anglo-Saxon 
countries, Atkinson and Leigh estimate an ETl of 1.2 to 1.6. 

Focusing on the earned income of corporate executives (excluding investment and 
business income), a Congressional Budget Office study by Eissa and Giertz found, “the 
estimated elasticity with respect to the current after-tax share rises ... to 1 .35 for executives with 
more than $650,000 in permanent income, and 1 .71 for those with at least one million dollars (all 
statistically significant). ... Tax responses appear much larger for all high-income taxpayers than 
for the subset of top executives.” 

A dozen earlier studies, including some by the OTA and CBO, typically found a high 
elasticity of the amount of capital gains that are realized to the top tax rate on capital gains 
(Reynolds 1999, Ch. 4). Table 2 shows that a much larger volume of capital gains were realized 
in taxable accounts (rather than being unrealized or reinvested within tax-deferred or tax-exempt 
accounts) when the capital gains tax was 15-20% than when the capital gains tax was 28% or 
more. Realized capital gains only amounted to 2.5% of GDP from 1987 to 1996 when the 
capital gains tax was 28%, so they accounted for only 6.9% of individual tax revenues and 
17.7% of the income reported by the top 1 percent. Realized gains doubled as a share of GDP 
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from 2003 to 2007, and accounted for 9% of individual tax revenue and 28.1% of the income 
reported by the top 1 percent. 

Top Incomes Rose Because of Capital Gains and Dividends 

Table 3 shows the top 1 percent’s average real income broken down by specific sources, 
such as capital gains, dividends and salaries (including bonuses and nonqualified stock options). 
These estimates, from economist Thomas Piketty and Emmanuel Saez, are the same data 
President Obama referred to on April 13 when he said, "In the last decade ... the top 1 percent 
saw their income rise by an average of more than a quarter of a million dollars each." 

Table 3 shows that average real incomes of the top 1 percent over the past decade rose 
and fell almost entirely because of capital gains. The second column shows that average 
salaries, bonuses and stock options of the fop 1 percent have not increased since 1999-2000. 

Total income of the top 1 percent was also lower in 2008 than in 1999-2000, because of the stock 
market collapse. CBO estimates of top incomes are totally dominated by the amount of capital 
gains which, in turn, means reductions in the capital gains tax tend to create illusory increases in 
(reported) top incomes. 

The third column shows stronger gains in business income after 2003, which also 
happened the last time the individual income tax rate was as low as the corporate tax rate, from 
1987 to 1992. This is consistent with greater incentives for new and existing firms and 
professionals to file under the individual income tax (rather than the corporate tax) as 
partnerships, limited liability companies or Subchapter S corporations. 



123 


Just as a high tax on capital gains before 1997 was easily avoided by not selling 
appreciated assets, a high tax on dividends before 2003 was easily avoided by shunning 
dividend-paying stocks (except in foundations or IRA and Keogh plans). 

The fourth columns shows that the average amount of taxable dividends reported by the 
top 1 percent was essentially stagnant from 1993 to 2002 when the dividend tax was high, but 
nearly tripled by 2007 when the tax rate on qualified dividends was cut to 1 5 percent. The lower 
tax rate encouraged more firms to pay more dividends (Chetty and Saez), and also encouraged 
high-bracket investors to hold more dividend-paying stocks in taxable accounts (Kawano). 

Just as the tax on dividends was easily avoided before 2003 by not investing in dividend- 
paying stocks, the tax on interest income was easily avoided by holding more tax-exempt 
municipal securities. Both of these 1993-2002 tax strategies held down reported pretax top 
incomes, just as avoiding the 28% capital gains tax did from 1 987 to 1 996. But that merely 
illustrates why pretax income reported on individual tax returns is an untrustworthy method of 
measuring actual incomes. 

The fifth columns shows real taxable interest income of the top 1 percent falling sharply 
as top tax rates increased in 1991 and 1 993, then remaining low through 2002. After the top tax 
rates were reduced in 2003, taxable interest income rose sharply even though interest rates 
remained low. 

The increase in reported dividends, interest income and capital gains after 2003 largely 
reflects reduced incentives for easy tax avoidance strategies - hang onto appreciated stock unless 
you have offsetting losses; avoid dividends in taxable accounts; hold more tax-exempt bonds. 
What has been widely misinterpreted as an increase in top incomes (and wrongly attributed to 
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big salaries and bonuses) was largely a predictable response to reduced tax incentives to 
minimize reported income. 

The downside of all this is that individual income tax revenue has become precariously 
dependent on periodic cyclical windfalls from the stock market. Those stock-related windfalls 
have been imprudently spent in reducing the lowest, least-damaging tax rate and taking more and 
more Americans off the tax rolls through refundable tax credits and enlarged exemptions. 

One unrepeatable source of stock-related revenue windfalls in 1997-2000 (in addition to 
capital gains) was the proliferation of nonqualified stock options among 1 1 percent of 
households by 2001 (according to the Survey of Consumer Finances). Nothing remotely 
comparable is ever again likely to recur because (1) the NASDAQ stock prices will surely not 
quintuple in a few years as they did with the launch of the Internet, and because (2) the Financial 
Accounting Standards Board has squelched stock options for mid-level employees by requiring 
that firms record the estimated future value of stock options as an actual current expense. 

Misconceptions about Tax Expenditures and Tax Reform 

Recent discussions of tax reform and tax expenditures, including the 2010 Report of the 
National Commission on Fiscal Responsibility and Reform, mistakenly assume that static tax 
expenditure estimates predict that $402.9 billion of added revenue could be raised from 2010 to 
2014 by taxing capital gains and dividends at the same rate as ordinary income. On the contrary 
- as those responsible for the tax expenditures estimates understand - such a policy would surely 
reduce federal tax revenue by greatly reducing the reported amount of capital gains and 
dividends. To see why, examine Tables 2 and 3. 
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As the Joint Committee on Taxation (2011: 12) explains, “unlike revenue estimates, tax 
expenditure calculations do not incorporate the effect of the behavioral changes that are 
anticipated to occur in response to the repeal of a tax provision.” The static tax expenditure 
calculations pretend, against all evidence, that stockholders would realize just as many gains and 
report just as many dividends at a tax rate of 35-47% as they would at a tax rate of 1 5%. That is 
statistically simple, but economically absurd. 

A related misunderstanding arises from a common belief that the 28 percent maximum 
tax rate enacted in the 1986 tax reform was “paid for” by reducing individual deductions. 
Feldstein writes that, “An important part of the Reagan [Kemp-Kasten] tax reform of 1 986 was a 
reduction of tax expenditures from more than 9 percent of GDP to 6 percent of GDP.” Among 
“tax expenditures that affected individual tax payers” he mentions loss of deductibility for state 
sales taxes and consumer credit interest. In reality, most of the dramatic reduction in the value 
of tax expenditures in 1988-90 was because the value of tax breaks is much lower with a top tax 
rate of 28 percent. None of the reduction in tax expenditures resulted from cutting individual tax 
deductions, because the reduction in itemized deductions was entirely offset by a larger standard 
deduction: Total deductions amounted to 23.3% of AGI from 1975 to 1984, and 23.1% of AGI 
from 1988 to 1993 (IRS). Repealing deductibility of credit card interest was designed to finance 
the family-friendly doubling of personal exemptions, not tax rate reduction (which brought in are 
far more revenue than expected even as the higher capital gains tax brought in much less). 

Another popular misconception is the belief that a tax schedule with low tax rates, such 
as the 10 percent bracket introduced in 2001, confers an exclusive benefit on low-income 
taxpayers. In reality, low-income people no longer pay federal income tax, but higher-income 
taxpayers have their average tax rates reduced because of the 10% rate, which saves them more 
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than $800 per couple. This is why flatter rate schedules produce more revenue. Eliminating the 
10% bracket and reducing the top tax rate to 30% would be a revenue-positive reform, in static 
terms, regardless of tax deductions. By contrast, raising the tax rate on capital gains and 
dividends to 1 8.8 percent in 2013, as scheduled under current law, would have a far more 
ambiguous effect on revenues due to predictable behavioral responses. 

To summarize, average individual income tax rates fell most dramatically for the bottom 
80 percent of taxpayers from 1979 to 2007, with the bottom 40 percent now receiving more in 
refundable tax credits than is paid in taxes. The highest marginal tax rate fell from 70 percent to 
15-35 percent on investment income and from nearly 40 percent on capital gains in 1976-77 to 
15 percent after 2003. Revenues from the individual income tax nonetheless remained close to 
8 percent of GDP whenever the economy was doing well, regardless of top tax rates, and overall 
revenues remained close to 18 percent of GDP. 

The dramatic tax cuts for the bottom 80 percent was made possible by greatly improved 
incentives to report and pay taxes on the highest incomes in recent years, particularly on realized 
capital gains, taxable interest and dividends. To put that process into reverse, by moving back 
toward the higher tax rates of the past, would clearly reduce the amount of capital gains, 
dividends and other income reported by the top 1 percent. Unfortunately, it would probably also 
reduce the share of taxes paid by the top 1 percent. 
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Tables 

Sources of Top 1 Percent Pretax Pretransfer Income 
Averap reported income in 2008 dollars 



Capital 

Gains 

Salary 

Business 

Income 

Dividends 

Interest 

Rents 

Total 

Income* 

1988 

166,707 

354,978 

125,845 

45,114 


8,904 


1989 

135,744 

321,414 

126,411 

41,948 

66,890 

mm 


1990 

98,810 

335,473 




jmm 


1991 

81,516 

302,796 

121,329 

imissi 


mm 

MillBl 

1992 

86,838 

363,016 

139,077 

31,823 

41,841 

13,554 

676,149 

1993 

99,273 

342,955 

131,438 



Miim 


1994 

99,389 

332,937 

150,976 

■1^13 




1995 

117,310 

361,115 

166,528 

IBBIIQ 




1996 

178,695 

388,561 

175,731 





1997 

240,072 

427,208 

189,162 





1998 

302,888 

469,996 

204,614 


40,000 



1999 

350,250 

515,268 

216,562 


39,827 



2000 

406,631 

551,873 

216,369 

43,799 

44,675 

19,272 

1,282,619 

2001 

212,167 

491,861 

211,253 

33,482 

36,670 



2002 

150,016 

446,953 

200,107 


33,595 



2003 

181,709 

440,521 

202,698 


30,734 



2004 

278,386 

474,515 

230,757 

mmmtM 

Kim 



2005 

371,465 

492,790 

277,869 

■m 




2006 

416,119 

505,874 

284,613 

69,971 


22,693 

1,362,622 

2007 

469,981 

513,438 

273,941 


74, m 

22,746 

1,437,350 

2008 




67,918 


26,262 

1,153,813 


Adapted by author from Piketty and Saez Tables A4, A6, A7& A8. 


•Note: Piketty and Saez provide the breakdown by source as percentages of income, where income is defined to exclude capital gains, They also 
estimate average real income of the top 1% (with capital gains excluded), and this table multiplies their percentages by total income in order to 
display changes in real income by source. Piketty and Saez provide separate estimates of average real income which includes capital gains; 
another table shows the percentage of such income derived from capital gains (but not other sources). Capital gains in this table is total income in 
including capital gains multiplied by the percentage of that income attributable to capital gains. The last column adds up to a slightly (2 percent) 
larger total than Piketty and Saez series th^ include capital gain, presumsdily because the series that ranks the top ! percent according to the more 
inclusive measure of income includes more investors and business owners and relatively fewer large salaries. 
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Senate Finance Committee Hearing 
“Is the Distribution of Tax Burdens and Tax Benefits Equitable?” 
May 3, 2011 

Responses to Questions for Mr. Alan Reynolds 


Questions from Senator Orrin Hatch 

1 . With regards to labor supply elasticity (work decisions responsiveness to the tax rate) at 
what point do you believe people decide to work less in order to avoid paying more 
income tax? Assuming an increase in income tax rates were to occur, is it safe to say that 
with this reduction in workable hours, our economy would suffer? 

Mr. Reynolds’s Response: 

When legislators inquire about the impact of changing tax rates they commonly rely on the 
Congressional Budget Office (CBO). Recent CBO estimates assume unusually low labor supply 
elasticity. “In CBO’s assumptions, the average worker has a total wage elasticity of 0.129, 
implying that 10 percent increases in both after-tax income and the after-tax wage rate would 
cause a 1 .29 percent increase in hours worked.” ’ Unfortunately, those 2007 estimates were based 
on a subj ecti ve 1 996 CBO assessment of outdated studies published from 1 973 to 1 993 . 

If the issue involves changes in the highest tax rates, the response of “average workers” is not 
clearly relevant, because most people included in that average pay little or no federal income tax. 
Inexplicably, “CBO assumes that higher-earning workers are less sensitive than lower-income 
workers to changes in after-tax income and wage rates.” That assumption suggests that changes in 
the lowest tax rates would have more effect on labor supply than changes in the highest tax rates. 
That counterintuitive assertion is difficult to reconcile with a CBO footnote explaining that “studies 
of the effect of taxes on taxable income . . . have found the largest response among high-income 
taxpayers.” The CBO predicted in 2007 that the top 10 percent of primary earners would account for 
37.9 percent of all labor earnings in 201 1, and the tottom 50 percent for only 12 percent. With so 
large a share of labor income dependent on so few people, the implausibly low CBO estimates of the 
likely behavioral response of hi^-income taxpayers (including retirement decisions) result in serious 
overestimates of revenue available from raising the highest tax rates. 

Mr. Shaviro’s testimony claims, “There is considerable consensus among economists that 
taxpayers’ labor supply elasticity (i.e., work decisions’ responsiveness to the tax rate) is generally 
extremely low . . . forpiime-age males.” The trouble is that prime-age males (age 25 to 54) 
accounted for just 36.4 percent of the labor force in 2008, and the Bureau of Labor Statistics 
projects that figure to fall to only 34.3 percent in 2018.^ Women and people older than 54 
account for a much larger fraction of the labor force than they did in the earlier era examined by 
the CBO in 1996, and their decisions to enter or exit the labor force are known to be quite 
responsive to after-tax incentives. 
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Recent estimates suggest the U.S. labor supply is two or three times as responsive to after-tax 
income as the CBO assumes. A 201 1 estimate from Harvard’s Raj Chetty and others estimates 
the long-run elasticity of labor at 0.25 to 0.5, with a preferred figure of 0.3 for most purposes.^ 
There is additional evidence that the customary “micro” estimates from surveys of working 
individuals may not capture “extensive” participation elasticity - decisions whether or not to 
work at all in the formal economy - and that elasticity of participation may be several times 
higher than intensive elasticity of hours . Potential employees have more control over the 
participation decision than they do over hours per week or weeks per year. After studying many 
countries over many years, Davis and Henrekson found that “higher tax rates on labor income 
and consumption expenditures lead to less work time in the market sector, more work time in the 
household sector [and] a bigger underground economy. . . None of that behavior can be 
captured by studying variation of work hours among those already working in the formal 
economy. 

Labor supply is also affected by the implicit marginal tax rate that arises when benefits are 
phased-out if earned income rises, such as the earned income tax credit, food stamps and 
Medicaid eligibility. Krueger and Meyer find that “the empirical work on unemployment 
insurance (UI) and workers' compensation (WC) insurance finds that the programs tend to 
increase the length of time employees spend out of work. Most of the estimates of the elasticities 
of lost work time that incoiporate both the incidence and duration of claims are close to 1.0 for 
imemployment insurance.”” This is additional evidence that after-tax work incentives matter 
quite a lot, at the margin. 

What matters most to the economy and revenues, as Martin Feldstein emphasized, “is not the 
change in working hours but the change in labor supply more broadly defined - including effort, 
occupation, human capital, etc. - and in the mix between taxable cash wages and untaxed fringe 
benefits.”’ 

2. With regards to the incomes of the wealthy, there seems to be a belief by some that after 
reductions in income tax rates, the rich get richer at the expense of others, which implies 
that tax rate reductions lead to the less rich paying a proportionally greater share of taxes. 
However, haven’t income tax rate reductions led to all sectors of society becoming richer, 
and are the rich becoming richer not because others are shouldering their tax burden, but 
because a lower rate has encouraged people to put their resources to more productive uses 
than minimizing tax liability? 

Mr. Reynolds’s Response: 

The evidence in my testimony indicates that the amount of taxable income reported in the 
highest tax bracket (the tax base) is very sensitive to marginal tax rates in general, and to tax 
rates on capital gains and dividends in particular. This makes it extremely misleading to use 
income and capital gains reported on individual tax returns as a measure of relative income gains 
among income groups when tax rates were changing. If tax rates on top incomes and capital 
gains had not been reduced, the evidence is clear that top taxpayers would have reported far less 
taxable income (due reduced productive activity and increased tax avoidance), with the result 
that those with lower incomes would have borne a larger share of the tax burden. 
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After reductions in income tax rates - notably in 1983-84 (when the 1981 tax cuts were phased- 
in), 1988 and 2003 - top income groups reported more income, and also shifted some income 
from corporate tax forms to the individual tax forms. After reductions in capital gains tax rates 
(in 1983-84, 1997 and 2003), realizations of capital gains were greatly increased. As Senator 
Hatch correctly described it, “a lower rate has encouraged people to put their resources to more 
productive uses than minimizing tax liability.” 

The resulting revenue windfalls from top percentile taxpayers (following those tax rate 
reductions) were used to expand the earned income credit, child credit, standard deductions and 
personal exemptions. That explains why the average income tax among the bottom 40 percent 
was below zero by 2007. The tax system has become much more progressive since 1980, mainly 
as a result of the tax laws of 1986 and 2001-2003. 

The average tax rate at high incomes declined slightly from 1979 to 2007 mainly because those 
high-income taxpayers had an incentive to realize more capital gains and to hold more dividend- 
paying stocks and taxable bonds. Mr. Shaviro’s testimony quotes Emmanuel Saez’s claim that 
recent gains in top income were entirety the result of “an explosion of top wages and salaries.” 
The third table in my own testimony uses data from Mr. Saez (and Thomas Piketty) to prove 
conclusively that the exact opposite happened over the past ten years. Nearly all of the increase 
in reported incomes of the top 1 percent from 2003 to 2007 was the consequence of realized 
capital gains and dividends, with no increase at all in the top 1 percent’s real salary income 
between 1999 and 2007. With a smaller share of top incomes from salaries, and a much larger 
share from capital gains and dividends taxed at 15 percent, the average tax rate (which is a 
weighted mixture of tax rates from 1 5 to 35 percent) was diluted. 1 discuss this further below, in 
connection with the top 400 tax returns. Allowing couples an exclusion of $500,000 of capital 
gain on primary residences since 1997 also contributed to the lower average tax rate among top 
tax returns. 

Suppose realized capital gains had instead been taxed at 28 percent from 1 997 to 2007, and 
dividends had been taxed at 35 percent or more. In that case, the weighted average tax rate 
would have been higher, but the amount of revenue collected from the top 1 percent would have 
been lower. Reported capital gains of the top 1% would have at least been reduced by half, and 
dividends after 2003 would have remained flat instead of tripling as they did. 

The tax-based estimates of Piketty and Saez exclude all taxes and all transfer payments, such as 
Social Security and the EITC. Mr. Shaviro nevertheless alludes to these figures to justify his 
opinion that tax rates to the rich and/or transfers to the poor need to be changed. Yet tax rates on 
top incomes could be raised to 80 percent and means-tested transfer payments could be tripled 
without any direct impact whatsoever on distribution of pretax, pretransfer income as measured 
by Piketty and Saez. Those figures completely ignore taxes and transfer payments, including 
Medicare, Medicaid and transfer payments through refundable tax credits. 

Burkhauser, Larrimore and Simon estimate the distribution of after-tax income using internal 
CPS data without top coding and adjusted for remaining problems in understating super-high 
incomes. Comparing inequality of after-tax income at cyclical peaks, with only cash transfers 
included, they find a Gini coefficient of .394 in 1989, .390 in 2000 and .396 in 2007 - indicating 
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virtually no change in inequality of aftertax money income since 1989. After also including the 
insurance value of private and public health insurance, the Gini coefficient falls - from .372 in 
1 989 to .364 in 2000 and .362 in 2007.* The raw Census Bureau estimates of disposable 
income, after taking account of taxes and transfers, also show no broad increase in inequality of 
living standards after 1988. Taxes and transfers matter quite a lot; it makes no sense to measure 
income distribution as if they did not exist. It makes even less sense to use such a measure to 
propose changes in taxes and transfers. 

3. Mr. Shaviro, in your written testimony, you state that “One of the best-regarded recent 
studies found that the revenue-maximizing tax rate would be as high as 80 percent if the 
income tax base were broadened.” Elsewhere in your testimony you say that “a higher 
rate and a broader base function as complements.” In terms of the study you cite, who is 
it well-regarded by? Do you expect that subjecting everyone, regardless of their income, 
to an 80 percent tax rate and eliminating tax expenditures would maximize income to the 
government? Should it be the objective of government to maximize revenue in this 
manner? What impact would this have on economic growth and productivity? Why 
would someone choose to live someplace with an 80 percent rate when they could move 
someplace else? 

Mr. Reynolds, what impact do you believe a tax rate of 80 percent would have on 
economic growth and productivity? 

Mr. Reynolds’s Response: 

The 2002 study cited by Mr. Shaviro did not estimate what the revenue-maximizing tax rate 
might be (regardless of its effects on the economy). On the contrary, Gruber and Saez wrote, 
“our estimates suggest the optimal system . . . consists of a large demogrant that is rapidly taxed 
away for low income taxpayers [similar to phasing-out the EITC], with lower marginal rates at 
higher income levels.”^ 

The alchemy of transforming that recommendation for “lower marginal rates at higher income 
levels” into a “revenue-maximizing tax rate” happened in a 2004 CBO paper by Giertz. Gruber 
and Saez found an ETI of 0.40 for all taxpayers - not for high-income taxpayers. Giertz 
therefore estimated that “under a single rate tax system ... an ETI of 0.40 would imply a 
revenue maximizing income tax rate of 70 percent.”"’ 

To maximize revenue in the short-run (regardless of effects on the economy), the Giertz estimate 
requires that the tax 70 percent tax rate be applied to all taxpayers. That is why he used the 
Gruber and Saez EPI of 0.40 all taxpayers, rather than the same authors’ estimate of 0.57 for 
taxpayers earning more than $100,000 but less than $1 million. With a 70 percent single tax 
rate, for example, taxes on the first $17,000 of taxable income on a joint return would rise ftom 
the current $1,700 to $1 1,900 under this “revenue-maximizing “tax. Mr. Shapiro’s 80 percent 
rate on all taxpayers would apply to a much broader base (presumably attempting to tax capital 
gains and dividends at an 80 percent rate), so the change in effective tax rates would be much 
greater than this astonishingly high statutory rate suggests. 
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It is surely self-evident that attempting to impose a “revenue-maximizing” tax of 70-80 percent 
on the half of American citizens who still pay income taxes would totally demolish most of the 
U.S. economy and drive the rest underground or overseas. If proof were needed, a Fraser 
Institute survey of 20 studies concluded that “the evidence from economic research indicates that 
. . . high and increasing marginal tax rates reduce economic growth by creating strong 
disincentives to hard work, saving, investment and entrepreneurship.”" 

In another arcane statistical exercise, Saez recently estimated a revenue-maximizing tax rate of 
69 percent. But he came up with that figure only by assuming a very low ETI of only 0.25." 

He describes that ETI of 0.25 as if it was a reasonable mid-point within a range from 0. 1 2 to only 
0.40. Yet the singularly low estimate of 0.12 (from Gruber and Saez) was for gross rather than 
taxable income, and might be relevant only if there were literally no deductions at all (not even 
for business expenses of partnerships and proprietors). As for the 0.40 estimate at the top of the 
range, that is actually the middle rather than the top of recent estimates - for all taxpayers, not 
top taxpayers, including the many who do not itemize deductions. Indeed, the fact that 0.40 
(rather than 0.25) is a mid-range “consensus” estimate of the ETI is the reason Giertz used that 
figure when estimating the revenue-maximizing rate of a single tax. 

After reviewing 30 studies, the Canadian Ministry of Finance found, “The central ETI 
estimate in the international empirical literature is about 0.4. An ETI of 0.4 implies that a 
10% . . . decrease in the after-tax value of the final dollar of taxable income will result in 
approximately a 4% . . . decrease in the taxable income reported by the taxpayer.”" 

Like every other study, however, the Canadian government also found, “The ETI is found to 
be significantly higher for taxpayers with very high incomes” (defined as more than 
C$150,000). 

The undisputed finding of all studies that the ETI is much higher among the top 1 percent is, in 
fact, the key issue when it comes to proposals to increase only the highest tax rates. As Chetty 
notes, “The empirical literature on the taxable income elasticity has generally found that 
elasticities are large (0.5 to 1.5) for individuals in the top percentile of the income distribution.”" 

When discussing an increase in only the highest tax rates, rather than a single rate of 70-80 
percent on all taxpayers, the relevant ETI is for high earners only. The source Saez cited for 
his ETI estimate of 0.25 - a paper he co-authored with Slemrod and Giertz - obfuscates this 
essential issue in a footnote: “Note that the ETI for high earners could conceivably be higher 
than 0.25. . . . With an elasticity of 0.5 for the top 1 percent income earners, the marginal excess 
burden per dollar of revenues doubles.” 

To suggest that the ETI for high earners could “conceivably” be higher than 0.25, however, is 
extremely disingenuous. That same paper also found, “much evidence to suggest that the ETI is 
higher for high-income individuals.” Every researcher, including Saez and Giertz, has found an 
ETI higher than 0.5 for high earners. My testimony cited four more recent studies estimating an 
ETI above 1 .0 for the highest incomes. Treasury economist Heim, for example, estimated the 
ETI is 1 .2 at incomes above $500,000, and a CBO study by Eissa and Giertz found an ETI of 
1.35 among executives earning more than $650,000. 
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Saez estimated, in 2004, that the elasticity of gross income (not taxable income) for the top 1 
percent was at least 0.62 and possibly as high as 1.58.'* That 0.62 ETI is undoubtedly 
underestimated hecmse, as Gruber and Saez found, “the responsiveness of broad [gross] income 
is much lower than that of taxable income” (because it rules out aggressive use of mortgage and 
investment interest deductions, for example, or becoming self-employed with a company car, 
expense account and generous pension and health benefits). 

If the relatively low Saez estimate of 0.62 is plugged into his formula for calculating the 
revenue-maximizing tax rate, the result is a revenue-maximizing rate of 32 percent for the top 1 
percent. But that implies a revenue-maximizing^rfera/ income tax no higher than 26 percent 
because, as Saez points out, the 32 percent maximum must also take into account “the extra tax 
rates caused by Medicare payroll taxes [2.9%], state income tax rates [at least 4%] and sales 
taxes.” 

The bottom line on all this speculation about a revenue-maximizing tax of 70 percent or more is 
that the U.S. has already tried that and it did not work. The Table below shows the lowest and 
highest tax rates since 1951, and the amount of revenue they brought in as a percent of GDP. 
Clearly, the reductions in top tax rates under Kennedy and Reagan not only “paid for 
themselves,” but also financed large reductions in the low and middle tax rates. 

The initial Bush tax cut of 2001 mainly consisted of reducing the lowest tax rate to a post-1941 
record of only 10 percent (currently on the first $17,000, which amounts to $850 for every 
taxable join return). That was intended to reduce revenue because of a belief that this would 
“stimulate demand.” However, House and Shapiro show how the phase-in of other rate 
reductions actually weakened the economy (as did the slow phase-in of 1981 tax cuts in 1983- 
84).'* Together with the 10% rate, the phase-in also weakened individual tax revenues through 
2003, yet they were back above 8% by 2006 thanks in large part to dividends and capital gains at 
the top. 


Individual Income Tax Rates 
And Revenues as a Percent of GDP 



Lowest & 
highest 
tax rates 

Revenues 
percent of 
GDP 

1951-63 

20-91% 

7.7% 

1964-81 

14-70 

8.0 

1982-86 

11-50 

8.3 

1988-90 

15-28 

8.1 

1991-92 

15-31 

7.8 

1993-1996 

15-39.6 

8.0 

1997-2002* 

15-39.6 

9.4 

2003-2008 

10-35 

7.7 


U.S. Budget, Historical Tables, Table 2-3. SOI Tax Stats, Historical Table 23, 

*Capital gains tax was reduced from 28 percent to 20 percent in 1997 and a new 10% bracket w^ added in 2001. 
1987 is omitted because the 1986 Tax Reform was phased^in, and the surtax years of 1969-70 are also excluded. 
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Questions from Senator Robert Menendez 

1 . I’m sure you have seen the IRS data which shows the wealthiest 400 taxpayers in 
America have seen their effective tax rates plummet in recent years even as their annual 
incomes have soared past $300 million dollars. Between 1992 and 2007, while most 
middle class families have seen almost no bump in their salaries, the average adjusted 
gross income of the richest 400 families has increased by over 400 percent, after 
adjusting for inflation: from $68 million to $345 million (in 2007 dollars). In 2007, IRS 
statistics showed that these families who brought in an average of $350 million dollars 
that year paid an effective tax rate of 16.6 percent, down from 25 percent in 1992. 

Could it be the case for the richest 400 families that despite the fact that their effective 
tax rates have been going down, because they have seen such enormous gains in income 
relative to most other families in America, they would actually be paying a higher 
percentage of the tax burden? 

Mr. Reynolds’s Response: 

Long-term capital gains accounted for two-thirds (65.7%) of the adjusted gross income of the 
top 400 in 2007, compared with only one-third in 1992. The reported income of the top 400 tax 
returns has not increased so rapidly because of salaries. It increased because of the reduction in 
the capital gains tax from 28 percent to 20 percent in 1997 and to 15 percent in 2003. 

The largest 400 incomes in any given year are typically not recurring, like salary, but one-time 
windfalls from selling a business, farm, commercial or rental property, or a lump-sum payout 
from cashing-out restricted stock, options or deferred compensation accumulated over many 
years. That is why those in the top 400 are very rarely the same people from one year to the 
next. 

Any transactions tax on the sale of property or financial assets is a voluntary tax, because 
taxpayers have the option of retaining rather than realizing capital gains (which leaves their 
wealth exactly the same, but their taxes lower). That is why the amount of realized capital gains 
is so very heavily influenced by the tax rate on realized gains. Reported incomes of the top 400 
were also increased since 2003, to a lesser extent, by the reduced tax rate on qualified dividends. 

From 1997 to 2007 (when the capital gains tax was 15 -20 percent) long-term capital gains 
accounted for 62.8 percent of top 400 income.'^ Since the effective tax rate is a weighted 
average of the capital gains tax and the tax on other income, that weighted average naturally fell 
after 1997 because (1) the capital gains tax rate was reduced and because (2) that rate reduction 
encouraged more realizations of what would otherwise have remained unrealized. 

If the top capital gains tax had still been 28 percent in 2003-2008, as it was in 1 992, the evidence 
in my testimony (as well as the rising share of top 400 incomes coming from realized gains) 
suggests that only about half as many gains would have been realized and taxed. The missing 
capital gains would have made average top 400 incomes appear much smaller. And their 
average tax rate would be higher because fewer capital gains would then have been included in 
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the average. Yet there would have been substantially less tax collected from the top 400 in 2007 
if the 1992 tax rates had still been in effect. 

While the capital gains tax rate was 28 percent, and realized capital gains were a smaller fraction 
of top 400 incomes, the average tax rate on such incomes was 28.2 percent from 1992 to 1996. 
The effective tax fell to 22.7 percent from 1997 to 2002, and to 18 percent from 2003 to 2008, 
because nearly two-thirds of reported top 400 incomes then consisted of (greatly enlarged) 
capital gains taxed at 20 percent and then 15 percent. 

A one-time windfall from the sale of property - such as sale of a successful business, farm, 
winery, hotel or apartment building - is the most common reason for appearing among the top 
400 tax returns in any given year. Because decisions to sell or not sell property are known to be 
strongly affected by the tax rate on any resulting gain, the unprecedented realizations of $90.6 
billion by the top 400 in 2007 would likely have been cut in half if realized gains had still faced 
a 1992-style transactions tax of 28 percent. AVhen fewer assets are sold, fewer taxes are paid. 

If the objective is to persuade the top 400 to report lower incomes to the IRS, a higher capital 
gains tax will definitely accomplish that result. If the objective is to raise more revenues from 
top taxpayers with the least possible damage to the economy, a higher capital gains tax always 
fails to do that. 


' “The Effect of Tax Changes on Labor Supply in CBO’s Microsimulation Tax Model” April 2007 

^ Tossi, Mitra, “Labor force projections to 2018: older workers staying more active,” Monthly Labor Review, 
November 2009, Table 4, p, 44. 

’ Chetty, Raj, et.al. “Are Micro and Macro Labor Supply Elasticities Consistent? A Review of Evidence on the 
Intensive and Extensive Margins” The American Economic Review, Papers and Proceedings, May 2011, p.4. 

“* Fiorito, Riccardo and Zanella, Giuiio, “Labor Supply Elasticities: Can Micro Be Misleading for Macro?” 
University of Siena, IDI ECONOMIA POLITICA, n. 547 -Nov. 2008 

’ Davis, Stephen J. and Henrekson, Magnus, “Tax effects on work activity, industry mix and shadow economy size: 
Evidence from rich country comparisons” in Gomez-Salvador, et.al. eds. Labour Supply and Incentives to Work in 
Europe, Northampton MA. Edward Elgar, 2005, p. 89. 

* Krueger, Alan .B. and Meyer, Bruce D., ‘Labor supply effects of social insurance’, in A.L Auerbach and M. 
Feldstein (eds), Handbook of Public Economics, Volume 4, Amsterdam: North-Holiand, 2002, pp. 2384-85. 

’ Feldstein, Martin, “Effects of taxes on economic behavior,” National Tax Journal 61(1), 2008, pp. 131-139. 

* Burkhauser, R.V., Larrimore, J., Simon, K, “A Second Opinion on the Economic Health of the American Middle 
Class and Why it Matters in Gauging the Impact of Government Policy” Cornell University, August 2010. 
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^ Gruber, Jon and Saez, Emmanuel, “The Elasticity of Taxable Income: Evidence and Implications,” Journal of 
Public Economics 84, 2002, p.3. 

Giertz, Seth H., “Recent Literature on Taxable-Income Elasticities ” Congressional Budget Office Technical 
Paper No. 2004-16, December 2004, p. 16n. 

* ^ Palacios, Milagros and Harischandra, Kumi, “The impact of Taxes on Economic Behavior,” Fraser Forum, The 
Fraser Institute, Vancouver B.C., February 2008. http://www.fraserinstitute.org/uploadedFiles/fraser- 
ca/Content/research-news/research/articles/impact-of-tax^-on-economic-behaviour.pdf 

Matthews, Dylan, “Where Does the Laffer Curve Bend?” The Washington Post.com, August 9, 2010. 
http://voices.washingtonpost.cora/ezra-klein/2010/08/where_does_the_laffer_curve_be.html 

Canadian Department of Finance, “The Elasticity of Taxable Income” in Tax Expenditures and Evaluations 
2010. p.50. 

Chetty, Raj, “Is the Taxable Income Elasticity Sufficient to Calculate Deadweight Loss? The Implications of 
Evasion and kvoidmce:' American Economic Journal: Economic Policy. Jul 2009, Vol. 1, No. 2: p. 33. 

Giertz, op. cit., p. 31. 

House, Christopher L. and Shapiro, Matthew D., “Phased-In Tax Cuts and Economic Activity,” The American 
Economic Review, Vol. 95, No. 5, pp. 1837-48. 

IRS Statistics of Income, “The 400 Individual Income Tax Returns Reporting the Highest Adjusted Gross 
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Testimony of Daniel N. Shaviro 
Wayne Perry Professor of Taxation, NYU Law School 
Before the Committee on Finance, U.S. Senate 
May 3, 2011 

Mister Chairman, Ranking Member Hatch, and Members of the Committee, I would like 
to thank you for the opportunity to appear today to discuss the fairness issues posed by the 
distribution of tax burdens between people at different income levels. 1 will address three 
specific topics. The first is how income distribution has changed in our country since the 
passage of the landmark Tax Reform Act of 1986, and why this might matter to the design of tax 
reform. The second is how tax expenditures, as opposed to tax rates, affect the distribution of tax 
burdens. The third is whether economic concern about imposing excessive tax burdens would 
imply that the budgetary gain from tax expenditure repeal should be offset by reducing tax rates. 
Distributional Changes Since 1986 

In 1986, Congress enacted comprehensive income tax reform through the cooperation of 
leaders in both parties. The core feature of the 1986 Act was that it combined tax rate cuts with 
base-broadening, in a manner intended to be both budget-neutral and distribution-neutral. Since 
1986, however, not only have our long-term budgetary problems grown far more serious, but 
income distribution in the U.S. has significantly changed. 

To appreciate the extent to which things have changed since 1986, 1 believe it is useful to 
consider the following two tables, both derived by me from research that was conducted by 
leading economists. The first shows rising income distribution at the top since 1986 without 
regard to capital gains (which can be misleading when taxpayers realize a big gain that actually 
accrued over many years), while the second includes capital gains (since ignoring them 
altogether would also be misleading). 
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TABLE 1 

TOP DECILE (AND ABOVE) INCOME SHARES WITHOUT CAPITAL GAINS* 


Year 

Top 10% 

Top 5% 

Top 1% 

Top 0.1% 

Top 0.01% 


Income Share 

Income Share 

Income Share 

Income Share 

Income Share 

1986 

34.57 

22.59 

9.13 

2.87 

1.00 

2008 

45.60 

33.36 

17.67 

7.77 

3.34 

% Increase 
in Share 

Since 1986 

31.9 

47.7 

93.5 

205.6 

234 


TABLE 2 

TOP DECILE (AND ABOVE) INCOME SHARES WITH CAPITAL GAINS^ 


Year 

Top 10% 
Income Share 

Top 5% 
Income Share 

Top 1% 
Income Share 

Top 0.1% 
Income Share 

Top 0.01% 
Income Share 

1986 

40.63 

29.49 

15.92 

7.40 

3.34 

2008 

48.23 

36.52 

20.95 

10.40 

5.03 

% Increase 
in Share 

Since 1986 

18.7 

23.8 

31.6 

40.5 

50.6 


A theoretically better income measure than either of these would measure economic gain 
without regard to whether it was realized or not. Such a measure would show, for example, that 
Steve Jobs is economically well-off, despite his $1 annual salary, given that he owns close to $2 
billion worth of Apple stock.^ Nonetheless, the tables offer powerful evidence of a substantial 
increase in high-end U.S. income inequality since 1986.“' 


' From Shaviro (forthcoming), using data from Facundo Alvaredo, Tony Atkinson, Thomas Piketty and Emmanuel 
Saez, The Top Incomes Database (data for U.S.), http://g-mond.pm‘isschoolofeconomics.eu^topincomes/ 

^ Id 

^ See, e.g., Castillo (201 1). If Apple pays tax at a suitable effective rale, one could argue that this results in adequate 
“proxy taxation” of Jobs’ economic gain as an Apple shareholder. 

^ Alan Reynolds, who is also a witness at today’s hearing, has written skeptically about this data. See, e.g., 

Reynolds (2006). His criticisms have been convincingly rebutted, however. For example, (1) Reynolds’ treatment 
of Census Bureau survey data as more reliable than reported taxable income data is misplaced, (2) his effort to show 
that the data is up w^d-biased by reason of its excluding a significant component of “personal income” from the 
National Income and Product Accounts reflects his ignoring that the latter measure includes government transfers 
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The substantially greater concentration depicted by Table 1 (which excludes capital 

gains) as compared to Table 2 helps to demonstrate a further point. As Emmanuel Saez notes, 

the key change has been “an explosion of top wages and salaries .... [T]op income earners today 

are not ‘rentiers’ deriving their incomes from past wealth but rather are ‘working rich,’ highly 

paid employees or new entrepreneurs who have not yet accumulated fortunes comparable to 

those accumulated during the Gilded Age.”* He adds that the “dramatic increase in top wage 

incomes has not been mitigated by an increase in mobility at the top of the wage distribution . . . 

[Instead], the probability of staying in the top 1 percent wage income group from one year to the 

next has remained remarkably stable since the 1970s.”* 

Millions of Americans have noticed these changes, which affect broader social and 

political attitudes. In illustration, a recent survey of more than one thousand millionaires 

(defined as people with at least $1 million in investable assets, excluding real estate and 

retirement accounts) found that a full 42 percent did not regard themselves as wealthy, largely 

because they were comparing themselves to people who were wealthier still.’ In a society where 

the median cash income for a full-time adult worker barely exceeds $40,000 per year,* evidence 

such as this helps to show that rising high-end income concentration, whether or not one regards 

it as a problem, is inescapably an important social fact in people’s minds.** 

Views will inevitably differ regarding whether, and if so how. Congress should use tax 

policy to address rising high-end income concentration. One point worth noting, however, 

relates to the still-powerful influence of the 1986 Act as a tax reform model. A fundamental aim 

but not taxes, and (3) in emphasizing taxpayer responses to changing marginal tax rates, Reynolds conflates mere 
timing shifts from one year to another with permanent shifts. See Piketty and Saez (2006). 

* Saez (2011) at 4 (footnote omitted). 

‘ Id. at 4 n. 4, 

’See Reuters (2011). 

® See Scheve (2010) at 13, noting that, in 2007, the median cash income for an adult who worked full time was 
$41,425. 

’ For other similar evidence, see Shaviro (forthcoming) 
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that was shared by both the Reagan Administration and the Congressional leaders from both 
parties who spearheaded enactment of the 1986 tax reform was to ensure that the Act would be 
roughly distribution-neutral over the five-year period following enactment. Tax rate cuts were 
therefore considered necessary to offset the distributional effects on high-income taxpayers of 
tax expenditure repeal (as well as the budgetary effects). 

The changed circumstances of 201 1 might lead one both to question whether tax reform 
should still be distribution-neutral, and to examine its distributional effects with a finer comb 
than was thought necessary in 1986. During the 1986 process, the use of two top income groups 
in measuring tax reform’s distributional effects - those earning from $100,000 to $200,000, and 
those earning $200,000 or more - was widely accepted, without any evident concern about the 
difference between those who were barely in the top group and those who were millionaires or 
the super-rich.'® In 2011, by contrast, the Report of the President’s Fiscal Commission 
(henceforth, the “Fiscal Commission Report”), proposing dramatic tax and other budgetary 
changes to assure long-term U.S. fiscal solvency, addressed its main proposal’s distributional 
effects on each of the following high-income groups: the 80®’ to 90®’ percentile, the 90®' to 95®’ 
percentile, the 95®' to 99* percentile, the top 1 percent, and the top 0.1 percent." 

In a similar spirit of concern about high-end income concentration. Congress could 
consider adding new income tax rate brackets, beginning at higher levels than any under present 
law, at which marginal rates above 35 percent would apply. The 2010 debate concerning 
extension of the expiring marginal tax rate cuts from 2001 revealed widespread sentiment that 
people at the very top of the U.S. income distribution face very different circumstances than 
those earning, say, “only” $379,150 (the income level at which the 35 percent top rate for 

See, e.g.. Treasury Department Report to the President (1984) at 47-49. 

" See National Commission on Fiscal Responsibility and Reform (2010) at 32. 
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individuals starts in 2011). Higher rates and added rate graduation do indeed raise efficiency 
issues that require careful consideration, but there are significant arguments in their favor as well 
as against them.'^ 

Distributional Effects of Tax Expenditures, as Compared to Tax Rates 

In evaluating how the U.S. income tax system distributes tax burdens, tax rates are only 
one of the two important variables. The other is the tax base, and in particular the distributional 
consequences of departures from taxing economic income.'^ While some departures (such as not 
taxing unrealized appreciation) are primarily administratively motivated and would be difficult 
to address even if there were a consensus that this ought to be done, for the most part no such 
problem exists with respect to tax expenditures, which narrow the tax base by targeting favored 
activities for generous treatment. Among the most important items that unambiguously are tax 
expenditures are home mortgage interest deductions and the exclusion from income of the value 
of employer-provided health insurance.'"' 

In assessing such items’ distributional effects, two main points are clear. First, the 
benefits that they provide rise sharply with income as one goes from the bottom of the income 
distribution to roughly the 99"' percentile. Thus, consider the itemized deduction for home 
mortgage interest. As income rises, one is more likely to be a homeowner, and the value of 
one’s home (as well as of the mortgage debt that it can secure) rises. One also is more likely to 


See Shaviro (forthcoming) for discussion of how the academic debate concerning high rates and rate graduation 
has changed in the years since the passage of the Tax Reform Act of 1986. 

” Given the subject matter of today’s hearing, I ignore the question of whether income is the best tax base. In 
Shaviro (2004a), I sympathetically explored the case for replacing the existing income tax with a progressive 
consumption tax. 

See Joint Committee on Taxation (2010), A number of other items that regularly appear on official tax 
expenditure lists arguably should not be so classified. For example, tax benefits for retirement saving address the 
bias of the income tax against saving, and would not be classified as tax expenditures if one applied a consumption 
tax baseline. Taxing dividends at a lower rate than other income may reduce the otherwise existing tax bias against 
equity-financed corporate income. I have also argued elsewhere that a proper definition of tax expenditures, based 
on their serving primarily allocative rather than distributional objectives, would exclude such items as child tax 
credits and the earned income tax credit. See Shaviro (2004b). 
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claim itemized deductions, and one’s marginal tax rate, which determines the tax saving per 
dollar of deductions, gradually rises. A similar analysis applies to the employer-provided health 
insurance exclusion (except that one need not itemize deductions in order to claim it). For these 
reasons, both items raise after-tax income more for higher-income than for lower-income 
taxpayers.’^ 

Second, however, individuals at the very top of the income distribution typically gain less 
from tax expenditures, relative to income, than those immediately below them.'* This reflects 
two main factors. First, at very high income levels, expenditures on the subsidized activities tend 
to decline as a share of income. For example, someone who is earning $10 million per year is 
unlikely to own a home ten times as expensive (or with a mortgage ten times as high) as that 
owned by someone earning $1 million per year. Second, in some cases the tax law places 
relevant dollar ceilings on the amount of benefit that a given taxpayer can claim. For example, 
Internal Revenue Code section 163(h)(3) places a $1.1 million limit on the mortgage loan 
principal that can generate deductible interest expense. 

Given the decline at the very top of the income distribution in relative utilization of tax 
preferences, tax reform legislation that combined (i) tax expenditure repeal with (ii) marginal 
rate reduction, with an eye to achieving general distributional neutrality, could not easily avoid 
redistributing after-tax income towards those at the very top of the distribution. As it happens, 
the main plan discussed in the Fiscal Commission Report avoided this effect, and imposed a 
greater negative percentage change in after-tax income on the top 0.1 percent of the income 
distribution than on any other group.'^ This, however, reflected such changes as its eliminating 
the lower tax rates that currently apply to dividends and capital gains (including on corporate 

See Toder, Harris, and Lim 22 (2009). 

See id. 

” See National Commission on Fiscal Responsibility and Reform (2010) at 31-32. 
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stock), which arguably are not true tax, expenditures insofar as they reduce the tax bias against 
equity-financed corporate investment. Moreover, the Fiscal Commission proposal probably 
would redistribute after-tax income to people at the very top of the distribution who primarily 
earn salaries, rather than receiving dividends and capital gains. 

There are means available by which Congress could, if it chose, reduce the regressivity of 
tax expenditures up to the 99* percentile without repealing them altogether. For example, it 
could reduce the $1.1 million cap on home mortgage loan principal that generates deductible 
expense, and/or (as proposed in the President’s budget) convert the deduction into a percentage 
credit at a fixed rate that is lower than the top marginal rate. Likewise, it could cap the value of 
employer-provided health insurance that is excludable from income, and/or require its inclusion 
with the offsetting allowance of a fixed-rate credit. Such ideas are worth considering on multiple 
grounds: to increase economic efficiency, to reduce the disproportionate benefit that high-income 
taxpayers currently derive from these items, and to reduce the budget deficit. 

Would Repealing Tax Expenditures Suggest That Tax Rates Need to Be Reduced? 

Proponents of tax expenditure repeal often propose accompanying such repeal with a 
second, distinct proposal: that of simultaneously lowering marginal tax rates. The aim is to 
prevent overall tax revenues, as officially measured, from rising as sharply as they would from 
stand-alone tax expenditure repeal. This combination of base-broadening with tax rate reduction 
was, of course, a hallmark feature of the Tax Reform Act of 1986, which was designed to be 
budget-neutral (and ostensibly revenue-neutral, although, as I explain below, this was a fallacy), 
in addition to distribution-neutral. 

It should be obvious that packaging tax expenditure repeal with tax rate reduction, so that 
the overall set of changes enacted is merely budget-neutral, loses considerable appeal when we 
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face massive budget deficits with no end in sight, and thus the prospect of an unsustainable rise 
in our public debt that could trigger a disastrous fiscal collapse.’* Proponents of such packages 
argue, however, that the offsetting tax rate cuts are necessary to prevent undue tax increases. 

In so arguing, they forget the very point that often motivates calls for tax expenditure 
repeal, which is that items actually are actually “spending through the Tax Code,” as the Fiscal 
Commission Report puts it.’’ Likewise, in the words of the House Committee on the Budget’s 
Fiscal Year 2012 Budget Resolution, tax expenditures “are similar to government spending - 
instead of markets directing economic resources to their most efficient uses, the government 
directs resources to politically favored uses, creating a drag on growth.”"” 

A simple hypothetical example, made famous by the late, great economist David F. 
Bradford (who served in two Republican Administrations) can help make clear the fundamental 
equivalence between tax expenditures and overt government spending. To illustrate this point, 
Bradford described a pretended “secret plan” to eliminate the budget deficit by formally cutting 
spending rather than taxes. In Step 1 , all defense spending on weapons procurement would be 
eliminated. Suppose this saved $50 billion, but would deprive the military of vitally needed items 
if nothing else were done. In Step 2, therefore, a new $50 billion “weapons supplier tax credit” 
(WSTC) would be enacted. “To qualify for the WSTC, manufacturers will sign appropriate 
documents prescribed by the Secretary of Defense (looking much like today’s procurement 
contracts) and deliver to appropriate depots weapons systems of prescribed characteristics. The 


'* See, e.g., Burman, Rohaly, Rosenberg, and Lini (2010). 

” National Commission on Fiscal Responsibility and Reform (2010) at IS. 

“ House Committee on the Budget (2011) at 51. See also Feldstein, Feenberg, and MacGuineas (201 1) at 10, noting 
that tax expenditures are a “substitute for direct government outlays,” 
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WSTC, which may be transferred to other taxpayers without limit, may only be used in payment 
of income tax. Step 2 is, apparently obviously, a [$50 billion] tax cut.”^’ 

Steps 1 and 2 would leave absolutely everything unchanged. The military would have 
the same weapons as previously, and the companies that supplied the weapons would have 
exactly as much money as previously. As officially measured, however, both “tax revenues” and 
“spending” would have declined by $50 billion. Thus, the accompanying enactment of a $50 
billion tax increase, such as via higher rates, would mean that deficit reduction - officially, but 
not in economic substance - had been accomplished purely by cutting “spending” in the amount 
of $50 billion. 

If tax expenditures are equivalent to government spending - as the WSTC example 
makes clear, and as seems unmistakable with respect to items such as the home mortgage interest 
deduction and the exclusion for employer-provided health insurance'* - then repealing them is in 
economic substance a spending cut, not a tax increase. Indeed, the House Committee on the 
Budget’s Fiscal Year 2012 Budget Resolution, although a bit circumspect in its tax expenditure 
discussion, clearly recognizes this. It describes tax expenditure repeal as good in itself, despite 
the fact that it would increase total tax revenues as officially measured, and argues that 
simultaneously lowering income tax rates would provide a second and distinct benefit by 
increasing “incentives for economic growth.”*^ The only claimed relationship in the Budget 
Resolution between the two proposed changes is that tax expenditure repeal would help make the 
rate cuts affordable - a point that would equally hold if direct spending were being further 
reduced instead. 

Bradford (2003). 

As noted above, however, the “disguised spending” label may be inapt as to other items commonly listed as tax 
expenditures. 

See House Committee on the Budget (2011) at 51-52. 
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In sum, while stand-alone tax expenditure repeal would increase officially measured tax 
revenues, it would not make the government “latter” in any meaningful economic sense. 

Indeed, to exactly the same extent as cutting direct spending, it would both reduce government 
intervention in the economy and make our long-term fiscal path more sustainable, thus easing 
economic uncertainty and lowering the risk of a future fiscal catastrophe. Given the economic 
equivalence between tax expenditures and direct spending, it is simply nonsense to say that 
reducing the former, as compared to the latter, should have any effect on whether one 
simultaneously chooses to reduce income tax rates. 

The fundamental point about form versus economic substance that tax expenditure 
analysis helps to make clear shows that, when Congress enacts simultaneous tax base and tax 
rate changes, as it did in 1986, “revenue neutrality” is merely a semantic goal, having no definite 
relationship to the economic substance of what has been done. Thus, suppose for simplicity that 
all Congress did in 1 986 had been to (a) repeal unambiguous tax expenditures and (b) reduce tax 
rates, with the overall package being budget-neutral since the budgetary gain from (a) equaled 
the budgetary loss from (b). Calling these changes “revenue-neutral” as well as “budget-neutral” 
would be literally correct, in terms of the effect on officially measured post-enactment revenues. 
However, it would not be an economically meaningful description, given that, if the eliminated 
tax expenditures had instead been structured as identical direct spending rules, the 1986 changes, 
while still budget-neutral, would instead have been described as substantially reducing both 
taxes and spending. The latter description would be economically more accurate, however, since 
“spending,” in this context appears really to mean rules that, as in the case of tax benefits for 
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home ownership or health insurance, primarily address resource allocation (i.e., the economic 
quantity of alternative activities and assets) rather than income measurement?'* 

One could still argue for rate cuts, on the view that they are sufficiently desirable to be 
worth the potentially substantial budgetary loss relative to stand-alone tax preference repeal. 
However, in assessing such arguments, the following points should be kept in mind: 

(1) Base-broadening, such as through the repeal of tax expenditures, generally weakens, 
rather than strengthens, the efficiency case for lowering tax rates. This reflects that a more 
comprehensive tax base is generally less avoidable. In the income tax setting, as base- 
broadening increasingly eliminates devices for reducing one’s taxable income other than by 
actually working or saving less, empirical evidence strongly confirms that avoidance responses 
significantly decline.^^ To put the point more generally, from a strict economic efficiency 
standpoint, a higher rate and a broader base function as complements, whereas 1986-style tax 
reform treats them as if they were substitutes.^* 

(2) No serious analyst today believes that cutting individual income tax rates, given their 
present levels, has any chance whatsoever of raising net revenue. While the well-known Laffer 
curve correctly posits that any given tax base is likely to have a revenue-maximizing rate below 


See generally Shaviro (2004b). In illustration, consider the income tax expenditure for municipal bond interest, 
which is excluded from taxable income. While, from a consumption tax standpoint, neither municipal bond interest 
nor other interest income should be included in the tax base, no sane person could argue that municipal bond interest 
isn’t “income,” whereas other interest is income. Thus, only an allocative goal of favoring state and local 
government borrowing relative to other borrowing could be used to rationalize excluding municipal bond interest 
from income in an income tax framework, or distinguishing between the two types of interest receipts in any 
reasonable tax framework. 

See, e.g., Kopczuk 2005 (empirical study of the aftermath of passage of the Tax Reform Act of 1986). Kopczuk 
finds that the 1986 Act significantly “reduced the marginal cost of collecting a dollar of tax revenue, with roughly 
half of .this reduction due to the base broadening and the other half due to the tax rate reduction,” and concludes 
more generally that “behavioral elasticity is not an immutable parameter but rather . . . [is] to some extent controlled 
by policy makers. One implication is that base broadening reduces the marginal efficiency cost of taxation.” 

“ However, as 1 discuss in Shaviro (forthcoming), this is not to deny that enactment of a package in which base- 
broadening accompanied rate reduction both (a) made considerable political sense in 1986, though much less so 
today, and (b) can be a huge policy improvement where one has fixed revenue needs, and has been using a higher 
rate than would otherwise have been needed to offset the budgetary effects of an unduly narrow tax base. 
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100 percent, there is no serious dispute that the U.S. individual income tax is currently well 
below any such rate?’ Again, base-broadening through the repeal of tax expenditures would 
make this even more clearly true. 

(3) Relatedly, there is considerable consensus among economists that taxpayers’ labor 
supply elasticity (i.e., work decisions’ responsiveness to the tax rate) is generally extremely low. 
To be sure, there are specific groups whose labor supply can be highly tax-responsive - for 
example, married women, and people who still work at age 70 or above. However, the 
economics “profession has settled on a value for this elasticity that is close to zero for prime-age 
males.”’* This makes it hard to argue that raising current income tax rates at the top of the 
distribution, whether or not good policy all things considered, would make people below the top 
rate bracket worse-off by reason of any indirect effects on them of reduced high-end labor 
supply. 

(4) There is strong evidence in the economic literature that enacting tax rate cuts, even 
when fully financed by the repeal of tax expenditures or direct government spending, generally 
does not lead to a substantial increase in the rate of economic growth.’’ To be sure, well- 
executed and fully financed tax cuts can have small positive effects, reflecting the improvement 
in taxpayers’ incentives.’’ However, unfmanced tax cuts that increase long-term budget deficits 
can actually reduce economic growth, due to the drag imposed by public debt issuance and the 


® See, e.g., Saez, Slemrod, and Giertz (2009), reviewing the literature on the elasticity of taxable income. One of 
the best-regarded recent studies found that the revenue-maximizing tax rate would be as high as 80 percent if the 
income tax base were broadened. Gruber and Saez (2002). 

^ Saez, Slemrod, and Giertz (20 1 0) at 1 . 

^ See Gale and Orszag (2004) at 1193-1206 for a comprehensive literature review and discussion of theoretical 
issues. 

® See, e.g., Auerbach (2002), finding that a tax cut that was immediately financed by reducing government 
consumption could induce a long-term 0.5 percent increase in the capital stock; Dennis et al (2004), reaching similar 
results in a similar scenario. 
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fact that economic actors generally are not stupid, and can see that future adverse changes are 
likely to be in the offing?’ 

More generally, U.S. “historical data show huge shifts in taxes with no observable shifts 
in growth rates.”^^ For example, the extremely low-tax era of 1870 to 1912 had the same 3 
percent annual growth rate as the relatively high-tax era from 1947 through 1999. Likewise, 
event studies of particular episodes when tax rates sharply increased within a short time 
generally fail to find any significant effect on the rate of economic growth. This lack of 
empirical verification is of course consistent with there being (as one would expect) some 
tendency of taxation to reduce economic growth, that merely has been drowned out by other 
“noise” in the comparisons that are being made. Nonetheless, “if taxes were as crucial to growth 
as is sometimes claimed, the large and permanent historical increases in tax burdens and 
marginal tax rates might be expected to appear in the aggregate growth statistics.”^^ 

Conclusion 

My testimony has emphasized three main points. First, high-end income concentration 
has greatly increased since the passage of the Tax Reform Act of 1986. If one considers this 
trend undesirable, it could influence one’s views about tax rates at the high end of the income 
distribution. Second, tax expenditures often benefit higher-income relative to lower-income 
taxpayers, although, at the very top of the income distribution, usage tends to decline as a 
percentage of income. Thus, 1986-style reform, in which tax rate reduction accompanies tax 
expenditure repeal, has a tendency to redistribute after-tax income to the very wealthiest 
individuals. Third, tax expenditure repeal (if it occurs) should not be viewed as strengthening 
the case for tax rate reduction, even if one wants to limit the size of government. From an 

’’ See, e.g., Auerbach (2004), Dennis et al (2004); Elmendorf and Reifschneider (2002). 

Gale and Orszag (2004) at 1206. 

” Id. 
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economic standpoint, tax expenditures are spending through the tax code, even though they are 
scored as reducing “revenues.” Moreover, while tax rate reduction (if fully financed) can have 
efficiency benefits, base-broadening tends to reduce these benefits. The claim that Congress 
could raise revenue by cutting current income tax rates is clearly wrong, and the economic 
growth dividend that such a policy change would yield is probably modest at best. 
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Senate Finance Committee Hearing 
“Is the Distribution of Tax Burdens and Tax Benefits Equitable?” 
May 3, 2011 

Responses to Questions for Mr. Daniel Shaviro 


Questions from Senator Orrin Hatch 

1 . Mr. Shaviro, in your written testimony, you state that “One of the best-regarded recent 
studies found that the revenue-maximizing tax rate would be as high as 80 percent if the 
income tax base were broadened.” Elsewhere in your testimony you say that “a higher 
rate and a broader base function as complements.” In terms of the study you cite, who is 
it well-regarded by? Do you expect that subjecting everyone, regardless of their income, 
to an 80 percent tax rate and eliminating tax expenditures would maximize income to the 
government? Should it be the objective of government to maximize revenue in this 
manner? What impact would this have on economic growth and productivity? Why 
would someone choose to live someplace with an 80 percent rate when they could move 
someplace else? 

The study on taxable income elasticity that I referred to as “one of the best-regarded 
recent studies ” was written by Emmanuel Saez and Jonathan Gruber, two of the most 
prominent and highly respected public finance economists in the country. Saez won the 
American Economic Association 's John Bates Clark Medal, which is second in prestige 
only to the Nobel Prize, and Gruber is a leading figure in both healthcare economics and 
public finance, whose achievements his being considered the intellectual father of then- 
Governor Mitt Romney 's Massachusetts healthcare plan. As an example of this article 's 
stature in the literature, see, for example, an article by Andrew Balls in the National 
Bureau of Economic Research Digest, available on-line at httv:///www. nber. ore/ 
dieest/iul Q0/w7512. html. which views it as an improvement on prior literature in 
numerous respects, including its better separation between distinct groups and controls 
for extraneous factors. Balls notes that the Gruber-Saez estimates are "roughly at the 
midpoint of the subsequent literature, ” rather than being in any respect an outlier. 

In designing tax rates, it is important to know the revenue-maximizing rate because 
anything above that would be highly counter-productive. However, such a rate is highly 
unlikely to be the socially optimal one. Thus, I fully agree with the tenor of your question 
that (a) revenue maximization is not the right objective for government finance and (b) 
imposing such a rate would likely do unacceptable harm to economic growth and 
productivity. The point my testimony makes is that the fact that the revenue-maximizing 
rate is so high helps to show that rates within the much lower range that are being 
debated in Washington are not likely to be similarly harmful. 
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Questions from Senator John Kerry 

1 . During the hearing, a statistic from the Joint Committee was repeatedly referenced. For 
2009, the Joint Committee on Taxation estimated 51 percent of all households, which 
includes filers and non-filers, had either zero, or negative income tax liability for tax year 
2009. The Committee also found that 30 percent of tax units received a refundable tax 
credit. Can you explain how the 51 percent that do not pay income taxes contribute their 
fair share in taxes? In addition, can you explain the type of refundable tax credits 
received by 30 percent of tax units? 

I noted at the hearing that the 51 percent rate that was being widely quoted at the 
hearing ignored both other taxes and other years. In other words, many households that 
did not pay federal income tax in 2009 likely did pay it (or will) in many other years, and 
even in 2009 many of them paid federal payroll and/or excise taxes, as well as income, 
sales, or property taxes (among others) levied by state and local governments. 

Refundable tax credits, such as the earned income tax credit, generally go to low-income 
households, often with dependent children, in which the parents are working but are 
earning very little. 

2. Did the economic downturn impact tax liability for 2009? 

The economic downturn in 2009 had a huge impact on the above 51 percent figure. It 
likely would have been in the range of 35 to 40 percent under pre-recession 
circumstances. 

3. What role do you think temporary tax credits such as the Make Work Pay Tax Credit 
enacted to help working families during the economic downturn had an impact on tax 
liability for 2009? 

Temporary items such as the Making Work Pay credit also had a significant impact on 
the 2009 numbers. The Making Work Pay credit both aided needy households and 
helped to stave off an even deeper recession. 

4. Do you think refundable credits such as the Make Work Pay Tax Credit, the Earned 
Income Tax Credit, and the Child Tax Credit help stimulate the economy during an 
economic downturn? If so, do you think tax cuts to the top 1 percent have the same 
impact on the economy during a downturn? 

It is completely accepted among mainstream economists that a tax credit’s stimulative 
impact depends, among other things, on the recipient 's marginal propensity to consume. 
Items such as the Making Work Pay credit, the earned income tax credit, and the child 
tax credit that go to low-income households are likely to have a much stimulative effect 
than tax cuts for the top 1 percent in the income distribution, due to poorer households ’ 
much greater marginal propensity to spend an extra dollar that federal tax policy makes 
available to them. 
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Question from Senator Robert Menendez 

1 . Fm sure you have seen the IRS data which shows the wealthiest 400 taxpayers in 
America have seen their effective tax rates plummet in recent years even as their annual 
incomes have soared past $300 million dollars. Between 1992 and 2007, while most 
middle class families have seen almost no bump in their salaries, the average adjusted 
gross income of the richest 400 families has increased by over 400 percent, after 
adjusting for inflation: from $68 million to $345 million (in 2007 dollars). In 2007, IRS 
statistics showed that these families who brought in an average of $350 million dollars 
that year paid an effective tax rate of 16.6 percent, down from 25 percent in 1992. 

Could it be the case for the richest 400 families that despite the fact that their effective 
tax rates have been going down, because they have seen such enormous gains in income 
relative to most other families in America, they would actually be paying a higher 
percentage of the tax burden? 

The point of your question is entirely correct. If people at the very top of the income 
distribution enjoy a sufficient gain in relative income, their relative tax payments will go 
up as a percentage of the whole even if their effective tax rates decline. 


Question from Senator Ron Wyden 

1 . In an effort to broaden the tax base and lower tax rates, the bipartisan tax-reform bill I’ve 
introduced with Sen. Coats of Indiana - The Bipartisan Tax Fairness and Simplification 
Act of 201 1 (S. 727) - would change the federal subsidy for state and local tax-exempt 
bonds from a exemption to a tax credit. 

Tax-credit bonds can be more cost effective for the federal government according to both 
the Congressional Budget Office and the Congressional Research Service, because it 
costs the federal government less to direct development funds to state and local 
governments through tax credits than through tax exemptions. 

In addition, this change would make the tax code more equitable, because the value of tax 
credits is the same for all taxpayers, whereas the value of tax exemptions rises with a 
taxpayer’s income. 

It’s true is it not that the value of tax credits are the same for all taxpayers (whatever their 
income) whereas the value of tax exemptions rise in line with a taxpayer’s income and 
don’t you agree that changing tax-exempt bonds as they now exist into tax-credit bonds 
would make the tax code more equitable? 

I agree that converting the federal tax subsidy for state and local tax-exempt bonds from 
an exclusion to a tax credit would have the virtue of providing the same value per dollar 
of interest income to all taxpayers, rather than providing a benefit that rises with 
marginal tax rates. This not only may be appealing on equity grounds, but increases the 
efficiency of the tax incentive, by assuring that state and local governments will capture 
the benefit in full, rather than potentially sharing it with high-bracket taxpayers who pay 
tax at a higher marginal rate than the marginal investor in the marketplace for bonds. 
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Thank you for this opportunity to provide comments to the Committee. 

I will leave it to the other witnesses and to the Brookings Urban Tax Policy Center to describe the 
current distribution of tax burdens and tax benefits and will instead address what is possible through 
tax reform. 

Much of the thrust of public debate on tax burden reflects the fact that 51% of filers pay no Federal 
Income Tax. That figure is still entirely too low, since for most people the filing of personal income 
taxes duplicates efforts already put in by their employers, who do most of the paperwork, often at 
great cost, and write the checks to the U.S. Treasury. Of the 51 % who file and get all of their 
withholding back, a significant majority require the help of professional tax preparers. Apparently, 
paying no taxes is not easy, although it is quite profitable for tax preparers, especially if refund 
anticipation loans are part of the picture. Such loans are usually quite predatory, but because the 
payees consider this “free money” they willingly pay up. 

This money, of course, is not free. Indeed, it is not at all adequate for the main purpose for which it 
is designed for lower income tax payers, the provision of adequate income for low income families. 

While one must look askance at any programs which transfer the responsibility for providing 
adequate wages from the employer and the consumer to the taxpayer, such programs make both 
economic and social sense in the area of family income maintenance, since in the free market, 
employers naturally prefer lower cost employees, all things being equal, forcing families to work 
harder for the same level of well being from work. 


( 161 ) 
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The recently expired Making Work Pay tax credit subsidized low wage labor where the preferred 
option would be a higher minimum wage, forcing employers and ultimately consumers to pay for 
the services they receive. Minimum wage laws are necessary because they level the playing field so 
that employers cannot initiate a “race to the bottom” by allowing workers to compete against each 
other to offer ever lower wages, often leaving families in the impossible position of having to bid 
well below what would otherwise be a reasonable standard of living in order to survive. 

Income support for families, however, addresses real market failure in the employment market. It is 
entirely appropriate to use tax benefits to assure that all families receive a decent wage. 

The United States Department of Agriculture estimates that it should cost $1,000 per month per 
child to provide a decent level of subsistence. The federal government could easily guarantee half of 
this amount using tax reform, with states providing the other half with coordinated tax benefits. 

This credit would replace the earned income tax credit, the exemption for children, the current child 
tax credit, the mortgage interest deduction and the property tax deduction. This will lead employers 
to decrease base wages generally so that the average family with children and at an average income 
level would see no change in wage, while wages would go up for lower income families with more 
children and down for high income earners without children. 

This shift in tax benefits is entirely paid for and it would not decrease the support provided in the 
tax code to the housing sector — although it would change the mix of support provided because the 
need for larger housing is the largest expense faced by growing families. Indeed, this reform will 
likely increase support for the housing sector, as there is some doubt in the community of tax 
analysts as to whether the home mortgage deduction impacted the purchase of housing, including 
second homes, by wealthier taxpayers. 

An enhanced Child Tax Credit could be used to end most income maintenance programs for poor 
families as well. Parents could be employed at the minimum wage to become functionally literate 
rather than undertake training for a job with no long term fiiturc and receive the child tax credit to 
supplement their incomes. No other subsistence would be required, with the training provider 
paying all benefits rather than relying on large, yet underfunded, social welfare bureaucracies at the 
state level. 

The net effect of these reforms will be to end the culture of poverty. Individuals will be trained, 
either at public or employer expense (in Lieu of taxes) to rise to the full measure of their potential. 
Both parents should be eligible for such benefits and occupational training without literacy training 
should be abolished. All too often, the fiscal, welfare and immigration policy of the United States 
seems designed to provide a pool of low wage workers for the food service industry — from the field 
to the fast food counter. While these jobs may provide some degree of upward mobility, at times 
they are akin to slavery. In the 21st Century, we can do better than that If some products cannot 
be produced without what amounts to subsistence wages, than perhaps those products should not 
be produced at ail, either at home or abroad. It should not, indeed it must not, be the policy of the 
United States Government to shield consumers from paying decent wages to those who feed us. 
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Tax reform can be the tool to change this, j&om VAT on imported goods to a decent sized child tax 
credit to a livable minimum wage. I urge the Congress to do so. 

This proposal will also reduce the need for poor families to resort to abortion services in the event 
of an unplanned pregnancy. Indeed, if stete governments were to follow suit in increasing child tax 
benefits as part of coordinated tax reform, most family planning activities would be to increase, 
rather than prevent, pregnancy. It is my hope that this fact is not lost on the Pro-Life Community, 
who should score support for this plan as an essential vote in maintaining a perfect pro-life voter 
rating. 

Obviously, this proposal would remove both die mortgage interest deduction and the property tax 
deduction from the mix of proposals for decreasing tax rates while reducing the deficit. This 
effectively ends the notion that deficit finance can be attained in the short and medium term 
through tax reforms where the base is broadened and rates are reduced. The only alternatives left 
are a generalized tax increase (which is probably necessary to finance future health care needs) and 
allowing tax rates for high income individuals to return to the levels already programmed in the law 
as of January 1, 2013. In this regard, gridlock is the friend of deficit reduction. Should the President 
show a willingness to let all rates rise to these levels, there is literally no way to force him to accept 
anything other than higher rates for the wealthy. 

Ultimately, tax rates need to rise for wealthier individuals, heirs and families. There is a natural limit 
on how much taxes can be increased across the board without lowering consumer spending. 1 ax 
increases to higher income individuals are not so limited, since they take from savings and returns 
from investment. Incentives to work less hard simply do not apply to the taxation of dividend 
streams, since even off-shoring these investments still requires the funds to re-enter the United 
States in order for them to be spent. 

In the long run, continuing the tax cuts to the highest 20% of taxpayers, which includes the upper 
middle class, simply delays their payment to the children of the same taxpayers. As wealth becomes 
more stratified, it is the children of privilege rather than the entire next generation who will inherit 
the responsibility for repaying the national debt. Once wealthier taxpayers appreciate this fact, they 
will welcome higher income taxes so as not to unduly burden their own grandchildren with higher 
taxes in the future. 

The distribution of tax benefits and burdens relates directly to the question of the distribution of the 
national debt, both among individuals and between the several states. I am including a separate 
paper on this topic as a supplement to my statement. 

Again, thank you for the opportunity to submit these comments for the record. 
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Liability for the National Debt by State 

Michael Bindncr 

Center for Fiscal Equity 
4 Canterbury Square, Suite 302 
Alexandria, VA 22304 

A common theme in discussions of the national debt is the liability of individuals or families for 
its repayment, usually based on per capita figures, although none of these calculations are 
“official.” There is no place in the budget where individual liability for the debt is assigned. It is 
an obligation collectively held. This allows individual policy advocates to generate their own 
numbers, based on dividing either the total debt or the debt held by the public by the size of the 
population. While the amount of the national debt is fixed between auctions, debt clocks are in 
vogue which calculate the buildup of the debt on a constant rate based on the deficit. While this 
provides great dramatic effect, it is still incorrect. Population figures are also derived from 
estimated values based on the birth and death rates. Big brother is not watching that closely in 
real life. 

The main value of the per capita debt figure is not public policy but public relations. This public 
relations campaign has sensitized many Americans to acthnsm on this issue, often in ways that 
go against their individual interests, particularly in the area of entitlement spending. For 
example, the proposed budget advanced by the House Budget Committee suggests deep 
Medicare and Medicaid cuts, the former impacting anyone under 55 years of age and the former 
impacting the poor and state taxpayers - all in the name of reducing the debt without raising 
taxes - particularly taxes on the wealthy. The remainder of this essay examines whether the per 
capita debt figure is at all appropriate. 

The size of the national debt and the federal budget as a whole began to balloon with the passage 
of the Sixteenth Amendment authorizing the taxation of income, with the largest growth periods 
occurring with World War Two and the passage of the tax legislation of Presidents Reagan and 
George W. Bush. Prior to this amendment, the direct ta.xation provisions in the United States 
Constitution, which apportion direct tax liability between the several states based on population 
enumeration, were never used because they would fall more heavily on poorer states and give 
less heavily on richer states. With the exception of the funding for the Civil War, which was 
funded by an income tax, revenue was raised from excise taxes and tariffs and government 
remained small. 

The ability’ to incur debt is tied directly to the ability to repay it. As such, the appropriate way to 
measure individual indebtedness is in terms of individual tax liability. For the fiscal year just 
ended, individual income tax liability was $898 billion, while the national debt subject to limit 
was $15 trillion. This means that every dollar of tax liability produced seventeen dollars, twenty 
cents of liability' for the national debt. Individuals owing no income tax liability’ owe no debt. 
Indiv'iduals vv’ith a million dollars in annual income tax liability owe more than seventeen 
million dollars in debt. Even if progressive income taxes were replaced with flat income taxes, 
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the ration would remain the same, although the distribution would change (although most flat 
tax schemes still exempt tens of thousands of dollars of income at the low end of the scale). 

The alternative to linking debt liability to tax liability is to distribute it among the states based 
on population enumeration - either on a per capita basis or as a function of the number of 
legislators apportioned. At the end of 2010, per capita liability was $50,000 per resident, not 
counting the residents of the District of Columbia, who have no representation and therefore 
cannot be taxed on a state based levy. The debt liability allocated among the 435 voting House 
members is $35.5 Billion per district. The attached table compares the tax liability for citizens in 
each state based on income tax liability with per capita and House district liability. 

This allocation illustrates why a direct tax based on census enumeration was never 
implemented. Richer states tend to owe less, and in the case of Connecticut, quite a bit less, on a 
per capita basis than on an income tax liability allocation of the debt. Meanwhile, the poorest 
states, like Alabama, Mississippi and Arkansas, owe much more on a per capita basis than on an 
allocation based on income tax liability. It is ironic that those states where the populace is most 
against income taxation benefit the most from an income tax liability basis for allocating the 
debt, even though such an allocation is clearly in their interests. 

Most individuals are also better off when debt liability is a function of income tax liability. Those 
who pay no taxes have no liability. Filers between $50,000 and $75,000 have an average tax 
liability of $5,590, yielding a debt liability of $96,151. For a couple or an individual with one 
child, that is roughly equal to the $100,000 in debt liability calculated on a per capita basis. 
However a family with the same tax liability and two parents with two children owes twice as 
much on a per capita basis. Adding children with an income tax based liability actually lowers or 
eliminates liability as exemptions and credits add up too, however on a per capita basis, liability 
for the debt increases with more children. While in the long term, more children will mean more 
liability on an income tax basis that is only realized when the children begin earning money on 
their own, not in the current year. 

In the long run, both the national debt and our obligations for retiree income support and health 
care are easier to meet with more children now who will become tax payers later, so perhaps the 
real solution to this crisis is to give families more money while taking tax subsidies from the 
wealthy, most especially the home mortgage and property tax deductions. Ending these 
deductions could buy enough tax revenue to fund a $500 per child per month credit, which 
would inevitably raise the birth rate while increasing the demand for housing, although the mix 
will be changed somewhat. 
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$71.1 

43% 

53% 

Maryland 

$24,260,215 

$20,118 

. 5.789,929: 

8; 

$346.iT“ 

$289.5 i 

$284.3 ' 

16% 

-18% 

Massachusetts 

$34,224,437 

$28,380 

6,559,644 

9i 

$488.3'^ 

$328.0 

$319.8 

-33% 

-34% 

Michigan 

$27,570,424 

$22,862 

9,911,626' 

14! 

$393.3 - 

$495.6 ; 

$497.5 ! 

26% 

26% 

Minnesota 

$19,439,227 

$16,120 

5,314,879' 

8' 


$265.7 i 

$284.3 : 

-4% 

3% 

Mississippi 

$5,661,145 

$4,694 

2,978,240. 

4 

$80.8 1 . 

$148.9 i 

$142.2 , 

84% 

76% 

Missouri 

$17,066,740 

$14,152 

6,011,4781 

8 

$243.5 1 

$300.6 ; 

$284.3 ; 

23% 

. ..■.■■..■■■■■■17% 

Montana 

$2,475,970 

$2,053 

994,416; 

1’ 

$35.3 j. 
$74.2 1 

$49.7 ; 

$35.5 

41% 

1% 

Nebraska 

$5,198,821 

$4,311 

1,831,825' 

3 

$91.6 ; 

$106.6 ' 

. 23% 

44% 

Nevada 

39,167.324 

$7,602 

2.709.432: 

4, 

$130.8 ; 

$135.5 

$142.2 . 

4% 

9% 

New Hampshire 

New Jersey 

$6,365,477 

$47,774,734 

$4,449 

$39,617 

1,321,445; 

8.807,501| 

2' 
12 i 

$76.5 ! 
$681.6! 

$66.1 ; 
$440.4 ‘ 

$71,1 
$426.5 ‘ 

■14% 

-35% 

■7% 

-37% 

New Mexico 

$4,829,902 

$4,005 

2,067.273j 

3; 

$68.9 : 

$103.4 ; 

$106.6 ' 

50% 

55% 

New York 

$69,939,134 

$82,873 

19,421,055;. 

27) 

$1,425.8 

$971.1 : 

$959.5 : 

-32% 

-33% 

North Carolina 

$23,996,969 

$19,899 

9,565,7811. 

13i 

$342.4 

$478.3 ; 

$462.0 . 

40% 

35% 

North Dakota 

$2,181,467 

$1,809 

675,905; 

1: 

$31.1 

$33 8 

$35.5 : 
$568.6 ’ 

9% 

14% 

Ohio 

$31,762,030 

$26,338 

11,568,495; 

16' 

$453.1! 

. $578.4; 

28% 

25% 

Oklahoma 

$10,508,085 

$8,714 

3,764,882: 

5: 

$149.9 1_ 

$188.2 ; 

$177.7 

26% 

19% 

Oregon. . 

$10,255,726 

$8,504 

3,848,606; 

5, 

$146.3 : 

$192.4 1 

$177.7 , 

32% 

21% 

Pennsylvania 

$43,566,765 

$36,127 

12,734,905’ 

- ??i- 

$621.6 : 

$636.7 ! 

$639.7 



Rhode island 

$3,572,181 

$2,962 

1,055,2471 

21 

$51.0 

$52.8 i 

$71.1 ; 

4% 

39% 

South Carolina 

$10,133,407 

$8,403 

4.645.9^ 

7: 

$144.6 

...$232.3 i 

$248.8 i 

61% 

72% 

South Dakota 

$2,480,573 

$2,057 

819,761: 

1: 

$35.4 

$41.0 

$35,5 : 

16% 

0% 

Tennessee 

$16,724,497 

$13,869 

6,375,431; 

9: 

$238.6 ; 

$318.8 i 

$319.8 ' 

34% 

34% 

Texas 

$93,631,621 

$77,643 

25,268,418: 

36; 

$1,335.8 

$1,263.4 ) 

$1,279.4 

-5% 

-4% 

Utah 

$6,481,722 

$5,375 

2,770,765: 

4 

$92.5. 

$138.5 i 

$142.2 

50% 

54% 

Vermont 

$1,891,833 

$1,569 

630,337 

1- 

$27.0 

$31.5 I 

$35.5 

17% 

32% 

Virginia 

$31,539,817 

$26,154 

8,037,736 

Hi 

$450.0 

$401.3 ! 

$390-9 i 

-11% 

-13% 

Washington 

$25,800,013 

$21,394 

6,753,369 

10; 

$368.1 

$337.7 ' 

$355.4 

-8% 

-3% 

West Virginia 

$3,923,908 

$3,254 

1,859,815 

3 

$56.0 

$93.0 : 

$106.6 

66% 

90% 

Wisconsin 

$17,040,598 

$14,131 

5,698,230 

8i 

$243.1 . 

$284.9 

$284.3 

17% 

17% 

Wyoming 

$2,739,420 

$2,272 

568.300: 

1- 

$39.1 

$28.4 

$35,5 

-27% 

-9% 
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Statement of Max Richtman, Executive Vice President and Acting CEO 
National Committee to Preserve Social Security and Medicare 
Senate Committee on Finance 
Hearing on Budget Enforcement Mechanisms 
May3,20n 

As Executive Vice President and Acting CEO of the National Committee to Preserve Social 
Security and Medicare, I appreciate the opportunity to submit this statement for the record. 
With millions of members and supporters across America, the National Committee is a 
grassroots advocacy and education organization devoted to the retirement security of all 
citizens. 

In an effort to address the nation’s current debt and deficit problem, policymakers are 
considering a number of budget enforcement mechanisms. These mechanisms would enact 
budgetary procedures that set limits on the amount of spending by the federal government. 
Whether through a balanced budget amendment, specific dollar caps on discretionary or 
direct spending, or caps based on spending as a percentage of GDP, these enforcement 
mechanisms pose a dangerous threat for retirees both today and in the future. 

If enacted and applied to Social Security and Medicare, these mechanisms would require 
across-the-board spending cuts (“a sequester”) to close the gap between projected spending 
and the level at which the cap has been set, if the cap were to be exceeded. Never before 
have Social Security or Medicare been included in similar sequestrations. They were exempt 
from automatic cuts under Gramm-Rudman-Hollings and are exempt under today’s Pay-As- 
You-Go sequestration rules. 

Unfortunately, the nation’s debt problems cannot be solved by simply establishing spending 
caps and declaring the crisis over. They require difficult policy decisions weighing which 
programs would be reduced or eliminated and how beneficiaries of those programs would be 
affected. More importantly, spending caps do nothing to address the appropriate level of 
federal revenue, or the $1 trillion in tax expenditures that add to our deficit. 

How would sequestration of Social Security and Medicare affect seniors? Policymakers 
could avoid across-the-board cuts by making specific reductions to programs to meet 
established targets before a sequester would occur. However, depending on when the caps 
are initiated and the level at which they are set, the impact could be immediate, affecting 
even current beneficiaries. And even if Congress does act and adjust the programs, the 
reductions would be dramatic if some of the cap levels currently under consideration are 
enacted. 

If a budget enforcement mechanism including Social Security and Medicare is enacted and 
Congress does not act to avoid sequestration, our nation’s seniors may open their mail to find 
they are being notified of a percentage reduction in their monthly Social Security check. 
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Many of these s^e seniors rely on Social Security benefits for all or most of their income in 
retirement, and are already facing the erosion of their primary means of financial support 
through Cost-of-Living Adjustments that do not fiiUy keep up with inflation, or are not 
provided at all, as has been the case for the past two years. Cutting their modest benefits 
through automatic sequestration tied to spending in the rest of government could create 
significant hardship to millions of seniors who rely on fixed incomes in retirement. 

Seniors paid their Social Security taxes during their working years so that they would have a 
safe, reliable source of income in their retirement. Subjecting them to the vagaries of 
sequestration, not knowing from one year to the next how much their Social Security benefits 
might be reduced, all in the name of meeting an arbitrary spending cap level, is a violation of 
our country’s compact with its citizens. Social Security did not the cause the nation’s debt 
problems and Social Security beneficiaries, who worked all their lives and paid into the 
system, should not be expected to pay for our fiscal mistakes. 

We believe it would be equally unacceptable to subject Medicare to sequesters tied to 
arbitrary global spending caps. If spending is projected to exceed the caps, the reductions 
necessary to bring spending under die caps would no doubt be dramatic, almost certainly 
affecting current beneficiaries and the health care providers who serve them. If Congress 
fails to act and a sequester ensues, what would happen? Payments to doctors and hospitals 
would have to be reduced by the percentage necessary to bring spending under the cap levels. 
Seniors may be asked to pay out-of-pocket for these expenses while many providers, no 
longer able to tolerate the additional uncertainty in their reimbursement rates, would likely 
stop treating Medicare patients, potentially leaving millions of seniors foregoing the care that 
they need. 

Although all businesses are subjected to some uncertainty by virtue of the nature of the 
business cycle, cuts triggered by sequestration would only apply to providers willing to 
accept M^icare patients. This would place an unreasonable burden on those providing 
health care services to the elderly and disabled, and could well create a crisis as providers 
increasingly close their practices to Medicare patients. 

Additionally, one cm only imagine the bureaucracy that would be required to inform 
beneficiaries, hospitals and physicians of these unanticipated changes in their payments and 
respond to their questions and concerns. 

We all agree that the nation’s debt problems must be addressed, Social Security’s long-term 
financing issues must be solved and health care costs must be brought under control. These 
problems can be solved by policymakers developing thoughtful solutions to specific 
problems, not by simply passing laws that mandate across-the-board cuts. These solutions 
should be developed without placing undue burdens on today's seniors and future retirees. 
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